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NOTICE TO READERS
This Audit and Accounting Guide presents recommendations of the AICPA 
Government Accounting and Auditing Committee on the application of gener­
ally accepted auditing standards to audits of financial statements of state and 
local governmental units. This Guide also presents the committee’s recommen­
dations on and descriptions of financial accounting and reporting principles 
and practices for state and local governmental units. The AICPA Accounting 
Standards Executive Committee has found this Guide to be consistent with 
existing standards and principles covered by Rules 202 and 203 of the AICPA 
Code of Professional conduct. The accounting provisions of this Guide have been 
cleared by the Governmental Accounting Standards Board (GASB). AICPA 
members should be prepared to justify departures from the accounting guid­
ance in this Guide.
Auditing guidance included in an AICPA Audit and Accounting Guide is an 
interpretive publication pursuant to Statement on Auditing Standards (SAS) 
No. 95, Generally Accepted Auditing Standards. Interpretive publications are 
recommendations on the application of SASs in specific circumstances, includ­
ing engagements for entities in specialized industries. Interpretive publica­
tions are issued under the authority of the Auditing Standards Board.
The auditor should identify interpretive publications applicable to his or her 
audit. If the auditor does not apply the auditing guidance included in an 
applicable interpretive publication, the auditor should be prepared to explain 
how he or she complied with the SAS provisions addressed by such auditing 
guidance.
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This edition of the Audit and Accounting Guide Audits o f State and Local 
Governmental Units (Non-GASB 34 Edition) has been modified by the 
AICPA staff to include certain changes necessary due to the issuance of 
authoritative pronouncements since the guide was originally issued. This 
Guide reflects relevant guidance contained in authoritative pronounce­
ments through May 1, 2003:
•  GASB Statement No. 40, Deposit an d  Investment R isks Disclosures
•  GASB Interpretation No. 6, Recognition an d  M easurement o f  Certain 
L ia b ilit ie s  a n d  E xpen d itu res in G overnm ental F u n d  F in an c ia l  
Statements
•  GASB Technical Bulletin (TB) 2000-1, Disclosures about Year 2000 
Issues—a Rescission o f  Technical Bulletins 98-1 and 99-1
•  SAS No. 101, Auditing F a ir  Value M easurements an d  Disclosures
•  SSAE No. 12, Amendment to Statement on Standards fo r  Attestation 
Engagements No. 10, Attestation Standards: Revision and Recodification
•  SOP 02-2, Accounting fo r  Derivative Instruments an d  Hedging Activities 
by Not-for-Profit H ealth Care Organizations, and Clarification o f  the 
Performance Indicator
•  1994 revision to Government Auditing Standards Amendment 3, 
Independence and its related Government Auditing Standards: Answers 
to Independence Questions1
This Guide also reflects the following additional GASB materials:
• Proposed Technical Bulletin (TB) 2003-a, Disclosure Requirements for 
Derivatives Not Presented at F a ir Value on the Statement o f Net Assets 
(The GASB staff expects to finalize the proposal as GASB Technical 
Bulletin 2003-1 by June 2003. It would be effective for financial state­
ments for periods ending after June 15, 2003, with earlier application 
encouraged.)
• The GASB staff document, Comprehensive Implementation Guide— 
2003, which includes and updates the previous eight implementation 
guides
Users of this Guide should consider pronouncements issued subsequent to 
those listed above to determine their effect on entities covered by this 
Guide. Users may be able to obtain information about such subsequent 
pronouncements on the GASB’s Website at http://www.gasb.org, the 
AICPA’s Website at http://www.aicpa.org, and the Yellow Book page on the 
General Accounting Office (GAO) Website at http://www.gao.gov/govaud/ 
ybol.htm. In addition, the AICPA’s annual Audit Risk Alert, State and 
Local Governmental Developments, summarizes the provisions of selected 
pronouncements.
The conforming changes made in this Guide in the current year are 
identified in Appendix O. The changes do not include all those that might 
be considered necessary if the Guide were subjected to a comprehensive 
review and revision. The Guide also includes SOP 98-2, Accounting for 
Costs o f Activities o f Not-for-Profit Organizations and State and Local 
Governmental Entities That Include Fund Raising, as Appendix L.
(continued)
1 In January 2002, the General Accounting Office (GAO) issued an Exposure Draft to propose a 
comprehensive revision of Government Auditing Standards. The final standards are expected to be 
issued by June 2003. When issued, the new standards will be available on the GAO web site at 
www.gao.gov.
This year’s conforming changes to this Guide remove the contents of 
Appendix M, which were SOP 98-3, Audits of States, Local Governments, 
and Not-for-Profit Organizations Receiving Federal Awards. SOP 98-3 has 
been converted to a separate AICPA Audit Guide of the same title. Auditors 
who perform audits under Government Auditing Standards, the Single 
Audit Act Amendments of 1996, and Office of Management and Budget 
Circular A-133, Audits of States, Local Governments, and Non-Profit 
Organizations, should refer to that separate Guide.
Substantial Changes to Audit Process Proposed
In December 2002, the AICPA’s Auditing Standards Board (ASB) issued 
an exposure draft (ED) proposing seven new SASs relating to the auditor’s 
risk assessment process. The ASB believes that the requirements and 
guidance provided in the proposed SASs, if adopted, would result in a 
substantial change in audit practice and in more effective audits. The 
primary objective of the proposed SASs is to enhance auditors’ application 
of the audit risk model in practice by requiring:
•  More in-depth understanding of the entity and its environment, including 
its internal control, to identify the risks of material misstatement in the 
financial statements and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the 
financial statements based on that understanding.
•  Improved linkage between the assessed risks and the nature, timing, 
and extent of audit procedures performed in response to those risks.
The ED consists of the following proposed SASs:
•  Amendment to Statement on Auditing Standards No. 95, Generally 
Accepted Auditing Standards
•  Audit Evidence
•  Audit Risk and Materiality in Conducting an Audit
•  Planning and Supervision
•  Understanding the Entity and Its Environment and Assessing the Risks 
of Material Misstatement
•  Performing Audit Procedures in Response to Assessed Risks and 
Evaluating the Audit Evidence Obtained
•  Amendment to Statement on Auditing Standards No. 39, Audit Sampling
The proposed SASs establish standards and provide guidance concerning 
the auditor’s assessment of the risks of material misstatement in a financial 
statement audit, and the design and performance of audit procedures whose 
nature, timing, and extent are responsive to the assessed risks. Addition­
ally, the proposed SASs establish standards and provide guidance on 
planning and supervision, the nature of audit evidence, and evaluating 
whether the audit evidence obtained affords a reasonable basis for an 
opinion regarding the financial statements under audit.
The proposed SASs would be effective for audits of financial statements 
for periods beginning on or after December 15, 2004, in order to allow time 
for auditors to revise their methodologies and train their personnel to plan 
the initial application of these standards to their audits. Readers can 
access the proposed standards at AICPA Online (www.aicpa.org).
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Preface
This Guide supersedes the 1986 AICPA Audit and Accounting Guide Audits 
o f State and Local Governmental Units and subsequent editions of that Guide 
with conforming changes made by the AICPA staff. It has been prepared to 
assist the independent auditor in auditing the financial statements of govern­
mental units other than the federal government. The AICPA Audit Guide 
Audits of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards provides guidance to independent auditors planning or 
conducting audits involving federal awards under the requirements of the 
Single Audit Act Amendments of 1996.
This Guide is intended to be an initial reference source for the independent 
auditor who is new to governmental accounting and auditing. It assumes that 
the reader has expertise in accounting and auditing generally, but not in the 
specialized accounting or auditing practices applicable to state or local govern­
mental units. Accordingly, the discussion of audit procedures concentrates 
primarily on those unique to governmental audits. The nature, timing, and 
extent of such auditing procedures are a matter of professional judgment and 
will vary depending upon the size, organizational structure, existing internal 
control, and other factors in a particular engagement.
The intent of this Guide is to discuss accounting pronouncements and recog­
nized practices unique to governmental units. It contains accounting guidance, 
some of which was in the 1986 Audit and Accounting Guide Audits of State and 
Local Governmental Units but not addressed in Governmental Accounting 
Standards Board (GASB) pronouncements, and some of which is new guidance. 
The guidance provided on issues not addressed in GASB pronouncements, 
however, is neutral—that is, the alternative accounting and reporting possi­
bilities are presented, but without recommendations for one alternative over 
another. Readers should review the annual Audit Risk Alert, State and Local 
Governmental Developments, a publication in the AICPA series that identifies 
and discusses audit and accounting developments. Paragraphs 12 and 13 of 
SAS No. 69, The Meaning of Present Fairly in Conformity With Generally 
Accepted Accounting Principles, as amended (AICPA, Professional Standards, 
vol. 1, AU sec. 411.12 and .13), address the application to state and local 
governmental entities of established accounting principles that are generally 
accepted in the United States. The GASB’s Codification o f Governmental 
Accounting and Financial Reporting Standards (the Codification) and any 
GASB Statements issued after the Codification’s publication date contain the 
governmental accounting and reporting standards.
The auditing guidance in this Guide is effective for audits of financial 
statements for fiscal periods ending after September 15, 1994. This edition of 
this Guide includes conforming changes for relevant guidance contained in 
authoritative accounting and auditing pronouncements through May 1, 2003, 
as presented in the Notice to Readers. Those conforming changes are effective 
as of the effective date of the pronouncements to which they relate. The Special 
Note below explains the effective dates of certain GASB pronouncements and 
discusses why conforming changes for those pronouncements are not included 
in this Guide.
Revision to This Guide: AICPA Audit and Accounting Guide 
Audits of State and Local Governments (GASB 34 Edition)
The AICPA issued a completely revised audit and accounting guide for state 
and local governments on September 1, 2002. The Guide considers the effects
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of GASB pronouncements through its issuance, especially GASB Statements 
No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
through 38, Certain Financial Statement Note Disclosures, and GASB Interpre­
tation No. 6, Recognition and Measurement o f Certain Liabilities and Expendi­
tures in Governmental Fund Financial Statements. That revision—the AICPA 
Audit and Accounting Guide Audits of State and Local Governments (GASB 34 
Edition)—is effective for audits of a state or local government’s financial 
statements for the first fiscal period ending after June 15, 2003, in which the 
government does apply or is required to apply the provisions of GASB State­
ments No. 34, Basic Financial Statements—and Management’s Discussion and 
Analysis—for State and Local Governments, or No. 35, Basic Financial State­
ments—and Management’s Discussion and Analysis—for Public Colleges and 
Universities, with earlier application encouraged. During the phased-in 
transition period for GASB Statements No. 34 and 35, this Guide remains 
effective for audits of state and local governments for which the auditor is 
not required to apply or has not elected to early apply the provisions of 
Audits o f State and Local Governments (GASB 34 Edition). (Note that 
Audits o f State and Local Governments (GASB 34 Edition) is revised annu­
ally for conforming changes.)
Special Note:
The provisions of GASB Statements No. 33, No. 34, No. 35, No. 36, Recipient 
Reporting for Certain Shared Nonexchange Revenues, No. 37, Basic Financial 
Statements—and Management’s Discussion and Analysis—for State and Local 
Governments: Omnibus, and No. 38 and GASB Interpretation No. 6 have not 
been incorporated as conforming changes into this Guide for the reasons 
discussed below. To alert readers that those pronouncements have not been 
incorporated, there are numerous footnote references in this Guide.
•  Previous standards that are superseded or amended by GASB State­
ments No. 34, No. 35, No. 37, and No. 38 and GASB Interpretation No.
6 remain effective until those pronouncements become effective. The 
provisions of those pronouncements generally become effective in 
three phases depending on an entity’s total annual revenues (as 
specifically defined) in the first fiscal year ending after June 15,1999. 
The first implementation phase is for financial statements for periods 
beginning after June 15,2001, the second implementation phase is for 
financial statements for periods beginning after June 15, 2002, and 
the third implementation phase is for financial statements for periods 
beginning after June 15, 2003. For all phases, earlier application is 
encouraged. Special effective date provisions apply for component 
units, for reporting general infrastructure assets, and for certain note 
disclosures. The AICPA’s annual Audit Risk Alert, State and Local 
Governmental Developments, discusses those pronouncements. Read­
ers should refer to the pronouncements to obtain a full understanding 
of their provisions. (See also the discussion of the revision to this Guide 
earlier in this Preface.)
•  GASB Statement No. 33, as amended by GASB Statement No. 36, 
became effective for periods beginning after June 15, 2000. Fully 
incorporating the provisions of GASB Statement No. 33, as amended, 
into this Guide would entail significant restructuring that would 
duplicate, in part, the AICPA’s efforts to revise this Guide, as dis­
cussed above. This Guide summarizes the provisions of GASB State­
ment No. 33, as amended, at paragraphs 8.16 through 8.23 and makes 
other minimal changes to reflect its provisions. The AICPA Audit and
AAG-SLG
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Accounting Guide Audits o f State and Local Governments (GASB 34 
Edition) fully incorporates the provisions of GASB Statement No. 33, 
as amended, and users should consider referring to that Guide for 
accounting and auditing guidance concerning nonexchange transactions.
Users of this Guide should consider GASB pronouncements issued sub­
sequent to those listed above to determine their effect on entities covered by 
this Guide. Users may be able to obtain information about such subsequent 
pronouncements on the GASB’s Web site at http://www.gasb.org.
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Overview*
Introduction
1.01 Governmental accounting and auditing is unique in many respects. 
Its multifund structure, extensive reporting requirements, basis of accounting, 
and budgetary and other legal compliance requirements present an environ­
ment that is significantly different from that encountered in the audit of a 
commercial or not-for-profit organization. An audit of a governmental unit may 
be conducted under three different levels of audit standards or requirements: 
generally accepted auditing standards (GAAS), the standards applicable to 
financial statement audits contained in the 1994 revision to Government 
Auditing Standards, as amended (often called the Yellow Book, generally 
accepted government auditing standards, or GAGAS), issued by the Comp­
troller General of the United States, or the additional requirements of the 
Single Audit Act Amendments of 1996 (the Single Audit Act). The different 
requirements for a financial statement audit encompassed by GAAS and 
Government Auditing Standards are discussed in this Guide. The AICPA Audit 
Guide Audits of States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards, provides detailed guidance on audits of federal 
awards and the requirements of the Single Audit Act. The auditor, before 
accepting an engagement, should understand which auditing standards or 
requirements apply to the engagement.
1.02 AICPA Statement on Auditing Standards (SAS) No. 74, Compliance 
Auditing Considerations in Audits o f Governmental Entities and Recipients of 
Governmental Financial Assistance (AICPA, Professional Standards, vol. 1, 
AU sec. 801), states that, if, during a GAAS audit of the financial statements, 
the auditor becomes aware that the entity is subject to an audit require­
ment that may not be encompassed in the terms of the engagement, the 
auditor should communicate to management and the audit committee, or to 
others with equivalent authority and responsibility, that an audit in accord­
ance with GAAS may not satisfy the relevant legal, regulatory, or contrac­
tual requirements. See chapter 5, “Testing and Reporting on Compliance 
With Laws and Regulations,” paragraphs 5.03 through 5.07, for a discus­
sion of the requirements of SAS No. 74 relating to the auditor’s responsibili­
ties in this situation.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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1.03 There are over 87,0001 state and local governmental units in the 
United States. These include the following:
•  States
•  Counties
•  Cities, towns, and villages
•  School districts
•  Municipal utility districts
•  Public benefit corporations and authorities
•  Public employee retirement systems (PERS)
•  Governmental colleges and universities
•  Governmental hospitals and other providers of health care services
•  Other special purpose districts and authorities, established to provide 
services such as sanitation, or to manage enterprises such as toll roads 
and airports
The Role of This Guide
1.04 The purpose of this guide is to provide guidance for accounting, 
auditing, and reporting on the financial statements of state and local govern­
mental entities. The guide is based on existing pronouncements of authorita­
tive standard-setting boards as well as other sources of generally accepted 
accounting principles (GAAP). It does not establish new accounting principles 
or auditing standards, or modify existing ones. Hence, its guidance may have 
been superseded by standards or regulations issued since its publication. 
Therefore, when planning and conducting an audit engagement, the auditor 
should refer to the most recent pronouncements of the Governmental Account­
ing Standards Board (GASB), the Auditing Standards Board and the Account­
ing Standards Executive Committee of the American Institute of Certified 
Public Accountants (AICPA), the Comptroller General of the United States, the 
U.S. General Accounting Office (GAO), the U.S. Office of Management and 
Budget (OMB), and pertinent government agencies.
1.05 This guide should be followed when the auditor is engaged to audit 
a governmental college or university that has elected to account for its activi­
ties using the “governmental model.” An auditor engaged to audit a govern­
mental college or university that has elected to account for its activities using 
the “AICPA college guide model” should also refer to the guidance in the AICPA 
Industry Audit Guide Audits of Colleges and Universities. (Auditors should 
note that although Audits of Colleges and Universities has been superseded by 
the recently issued Audit and Accounting Guide Not-for-Profit Organizations, 
it continues to be applicable in a governmental environment.) These alterna­
tive models are recognized in the Codification of Governmental Accounting and 
Financial Reporting Standards (GASB Codification), Section Co5 (GASB Cod. 
sec. Co5), which states that governmental colleges and universities should use 
one of the following two accounting and financial reporting models:
a. The AICPA college guide model. The accounting and financial 
reporting guidance recognized by the AICPA Industry Audit Guide 
Audits of Colleges and Universities as amended by SOP 74-8, Finan­
cial Accounting and Reporting by Colleges and Universities, and as 
modified by applicable Financial Accounting Standards Board 
(FASB) pronouncements issued through November 30, 1989, and by 
all applicable GASB pronouncements.
1 U.S. Bureau of the Census, 1997 Census of Governments: Volume 1, Government Organization.
AAG-SLG 1.03
Overview 5
b. The governmental model. The accounting and financial report­
ing standards established by the National Council on Governmental 
Accounting (NCGA) Statement 1, Governmental Accounting and 
Financial Reporting Principles, as modified by subsequent NCGA 
and GASB pronouncements.
1.06 If  the auditor is engaged to audit the separate financial statements 
of a governmental health care entity (that is, a governmental hospital or other 
provider of health care services) that uses enterprise fund accounting and 
reporting, the auditor should refer to the AICPA Audit and Accounting Guide 
Health Care Organizations, GASB literature, and, if applicable, the AICPA 
Audit Guide Audits o f States, Local Governments, and Not-for-Profit Organiza­
tions Receiving Federal Awards. Chapters 3, “Planning the Audit,” and 15, 
“Special Governmental Units,” provide further guidance.
1.07 If the auditor is engaged to audit a PERS, the auditor should refer to 
GASB Cod. secs. Pe5 and Pe6 for accounting and financial reporting guidance. 
The auditor should refer to chapter 14 of this guide for audit guidance.
1.08 If  the auditor is engaged to audit the separate financial statements 
of a governmental entity that heretofore has applied not-for-profit accounting 
and financial reporting principles, the auditor should refer to GASB Cod. sec. 
No80. GASB Cod. sec. No80 provides that these entities should account for 
their activities using either the “governmental model” or the “AICPA not-for- 
profit model.” The following describes each alternative model:
a. The AICPA not-for-profit model. The accounting and financial 
reporting principles contained in SOP 78-10, Accounting Principles 
and Reporting Practices for Certain Nonprofit Organizations, or 
Industry Audit Guide Audits o f Voluntary Health and Welfare 
Organizations—except for the provisions relating to the joint costs 
of informational materials and activities that include a fund-raising 
appeal—as modified by all applicable FASB pronouncements issued 
through November 30, 1989, and as modified by most applicable 
GASB pronouncements. (Auditors should note that although SOP 
78-10 and Audits of Voluntary Health and Welfare Organizations 
have been superseded by the recently issued Audit and Accounting 
Guide Not-for-Profit Organizations, they continue to be applicable in 
a governmental environment. See also SOP 98-2, Accounting for 
Costs of Activities of Not-for-Profit Organizations and State and Local 
Governmental Entities That Include Fund Raising, in appendix L.)
b. The governmental model. The accounting and financial report­
ing standards established by the NCGA Statement 1, as modified by 
subsequent NCGA and GASB pronouncements. An auditor engaged 
to audit a governmental entity that has elected to account for its 
activities using the governmental model should refer to this guide 
for audit guidance.
1.09 The guidance presented here is not all-inclusive; rather, it is limited 
to matters that warrant special emphasis or that experience has indicated may 
be useful. This guide is based on the assumption that its users are, for the most 
part, knowledgeable in accounting and auditing, so it focuses on specific areas 
of auditing, accounting, and reporting with respect to the financial statements 
of state and local governments. Accordingly, the guide does not discuss the 
application of all GAAP and GAAS as they pertain to the audit of such financial 
statements. The nature, timing, and extent of auditing procedures are matters 
of professional judgment and will vary according to the size of the entity, the 
operations and administrative structure, the auditor’s assessment of the level
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of risk, and other factors. The independent auditor is also expected to be 
familiar with applicable governmental laws and regulations.
Background
1.10 A ccounting Princip les. In 1968, NCGA Statement 1, Govern­
mental Accounting and Financial Reporting Principles was published. At its 
time of publication, this source was recognized widely as an authoritative 
reference for GAAP for state and local governmental units. However, it is no 
longer authoritative.
1.11 In 1979, the NCGA issued the first of its seven statements and 
eleven interpretations providing additional guidance on governmental ac­
counting and reporting matters, and, subsequently, issued additional state­
ments and interpretations expanding on the basic principles established in its 
first statement. Although the NCGA was not recognized by the AICPA as a 
standard-setting body (and, therefore, not officially recognized as a source of 
GAAP for government), NCGA statements and interpretations were widely 
followed and generally accepted by preparers of and attestors to the financial 
statements of state and local governments.
1.12 In 1984, the Financial Accounting Foundation (FAF) created the 
Governmental Accounting Standards Board. The GASB is recognized as the 
standard-setting authority of GAAP for state and local units of government, as 
discussed in paragraphs 1.17 through 1.19. (GASB Statement No. 1, Authori­
tative Status o f NCGA Pronouncements and AICPA Industry Audit Guide, 
paragraph 8, addresses the authoritative status of NCGA Statements and 
Interpretations.) The FASB and the GASB have agreed on the definition of a 
governmental organization. This agreement was reached in a public meeting 
in which the FASB and the GASB cleared the proposed Audit and Accounting 
Guide Health Care Organizations for final issuance. Therefore, the following 
definition of a governmental organization should be considered by auditors in 
determining whether an entity is applying the appropriate GAAP:
Public corporations and bodies corporate and politic are governmental 
organizations. Other organizations are governmental organizations if they 
have one or more of the following characteristics:
•  Popular election of officers or appointment (or approval) of a 
controlling majority of the members of the organization’s gov­
erning body by officials of one or more state or local governments;
•  The potential for unilateral dissolution by a government with 
the net assets reverting to a government; or
•  The power to enact and enforce a tax levy.
Furthermore, organizations are presumed to be governmental if they have 
the ability to issue directly (rather than through a state or municipal 
authority) debt that pays interest exempt from federal taxation. However, 
organizations possessing only that ability (to issue tax-exempt debt) and 
none of the other governmental characteristics may rebut the presumption 
that they are governmental if their determination is supported by compel­
ling, relevant evidence.
1.13 A ud itin g  Standards. In addition to GAAS established by the 
AICPA, auditors of state and local governmental units may also need to comply 
with Government Auditing Standards. Certain aspects of GAAS and Govern­
ment Auditing Standards establish auditing and reporting requirements for 
state and local governmental units that extend beyond those required in a 
financial audit of most for-profit organizations.
AAG-SLG 1.10
Overview 7
1.14 When auditing a governmental unit, the auditor may be required to 
comply with the audit requirements of the Single Audit Act Amendments of 
1996. The Single Audit Act Amendments, which establishes audit require­
ments for state and local governments expending federal awards, imposes 
auditing and reporting requirements beyond those required by GAAS and 
Government Auditing Standards. Audits conducted under the requirements of 
the Single Audit Act are referred to as single audits. Auditors should refer to 
the AICPA Audit Guide Audits of States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards, for guidance on performing 
single audits.
1.15 Auditing in the state and local governmental arena includes several 
other unique aspects. Governmental organizations, by their nature, manage 
public funds, rather than those of an individual, a closely held group, or a 
voluntary investment in a venture. Therefore, there is, perhaps, more public 
interest in the accountability for those funds. There may be qualitative issues, 
such as controversial new revenue sources or projects, or job performance 
issues, that an auditor may need to address but that may not be part of an audit 
of the financial statements of non-governmental organizations. Additionally, 
public funds are required to be administered in accordance with laws and 
regulations for which noncompliance could have a material effect on the 
government’s financial statements. Because of these unique aspects, Govern­
ment Auditing Standards notes that auditors may set lower materiality levels 
in an audit of the financial statements of a government entity or an entity that 
receives government assistance than in audits in the private sector.
Organization of This Guide
1.16 This guide is organized as follows:
•  Part I, “Introduction,” discusses the financial reporting entity and 
fund structure. This discussion takes into consideration the fact that 
governmental units become involved in a variety of ventures, which 
may or may not be part of the audited entity. It also provides guidance 
on planning the audit, the auditor’s understanding of the entity’s 
internal control, and compliance testing.
•  Part II, “The State and Local Government Audit—Governmental 
Funds and Account Groups,” addresses the budget, cash and invest­
ments, receivables and revenues, expenditures and related liabilities, 
capital expenditures and related fund and account group activity, debt 
and debt service, and interfund transactions and fund equity.
•  Part III, “The State and Local Government Audit—Proprietary and 
Fiduciary Funds,” addresses enterprise funds, internal service funds, 
expendable trust funds, nonexpendable trust funds, pension trust 
funds and agency funds.
•  Part IV, “Other Governmental Audit Engagements,” highlights spe­
cial governmental units and state governments.
•  Part V, “Concluding the Audit,” discusses representations from man­
agement, related party transactions, going concern considerations, 
commitments and contingencies, subsequent events, and analytical 
procedures.
•  Part VI, “Auditor’s Reports,” discusses auditor’s reports on basic or 
general-purpose financial statements (GPFS) and association with 
financial statements included in official statements.
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Generally Accepted Accounting Principles for State 
and Local Governments
1.17 The sources of established accounting principles that are generally 
accepted in the United States are—
a. Accounting principles promulgated by a body designated by the 
AICPA Council to establish such principles, pursuant to Rule 203 of 
the AICPA Code of Professional Conduct (AICPA, Professional 
Standards, vol. 2, ET sec. 203.01). Rule 203 provides that an auditor 
should not express an unqualified opinion if the financial statements 
contain a material departure from such pronouncements unless, due 
to unusual circumstances, adherence to the pronouncements would 
make the statements misleading. Rule 203 states that the applica­
tion of officially established accounting principles almost always 
results in the fair presentation of financial position, results of opera­
tions, and cash flows, in conformity with GAAP. Nevertheless, Rule 
203 provides for the possibility that the literal application of such a 
pronouncement might, in unusual circumstances, result in mislead­
ing financial statements. (See paragraphs 14 and 15 of SAS No. 58, 
as amended Reports on Audited Financial Statements [AICPA, Pro­
fessional Standards, vol. 1, AU sec. 508.14 and .15].)
b. Pronouncements of bodies, composed of expert accountants, that 
deliberate accounting issues in public forums for the purpose of 
establishing accounting principles or describing existing accounting 
practices that are generally accepted, provided those pronounce­
ments have been exposed for public comment and have been 
cleared by a body referred to in category a (see paragraph 1.18). 
The word cleared means that a body referred to in subparagraph a 
has indicated that it does not object to the issuance of the proposed 
pronouncement.
c. Pronouncements of bodies, organized by a body referred to in cate­
gory a and composed of expert accountants, that deliberate account­
ing issues in public forums for the purpose of interpreting or 
establishing accounting principles or describing existing accounting 
practices that are generally accepted, or pronouncements referred to 
in category b (see paragraph 1.18) that have been cleared by a body 
referred to in category a but have not been exposed for public comment.
d. Practices or pronouncements that are widely recognized as being 
generally accepted because they represent prevalent practice in a 
particular industry, or the knowledgeable application to specific 
circumstances of pronouncements that are generally accepted.
1.18 The GASB is the recognized standard-setting authority of GAAP for 
state and local governments. However, in the absence of a relevant pronounce­
ment by the GASB, auditors may look to other sources for authoritative 
guidance. SAS No. 69, The Meaning o f Present Fairly in Conformity With 
Generally Accepted Accounting Principles, as amended by SAS No. 91, Federal 
GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), estab­
lishes a hierarchy of GAAP applicable to state and local governmental entities, 
indicating the level of authority of various sources. The application of GAAP 
for financial statements of state and local governmental entities is as follows:
a. Category a, officially established accounting principles, consists of 
GASB Statements and Interpretations, as well as AICPA and FASB
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pronouncements specifically made applicable to state and local gov­
ernmental entities by GASB Statements or Interpretations. GASB 
Statements and Interpretations are periodically incorporated in the 
GASB Codification.
b. Category b consists of GASB Technical Bulletins and, if specifically 
made applicable to state and local governmental entities by the 
AICPA and cleared2 by the GASB, AICPA Industry Audit and 
Accounting Guides, and AICPA Statements of Position.
c. Category c consists of the AICPA Accounting Standards Executive 
Committee (AcSEC) Practice Bulletins, if specifically made applica­
ble to state and local governmental entities and cleared by the GASB, 
as well as consensus positions of a group of accountants organized by 
the GASB that attempt to reach consensus positions on accounting 
issues applicable to state and local governmental entities.3
d. Category d includes implementation guides (Qs and As) published 
by the GASB staff, as well as practices that are widely recognized 
and prevalent in state and local government.
1.19 In the absence of a pronouncement covered by Rule 203 or another 
source of established accounting principles, the auditor of financial statements 
of state and local governmental entities may consider other accounting litera­
ture, depending on its relevance in the circumstances. Other accounting litera­
ture includes, for example, GASB Concepts Statements; the pronouncements 
referred to in categories a through d of SAS No. 69, paragraph 10 (AICPA, 
Professional Standards, vol. 1, AU sec. 411.10) (consisting principally of FASB 
Statements and Interpretations), when not specifically made applicable to 
state and local governmental entities either by the GASB or by the organization 
issuing them; FASB Concepts Statements; Federal Accounting Standards 
Advisory Board (FASAB) Statements, Interpretations, Technical Bulletins, 
and Concepts Statements; AICPA Issues Papers; International Accounting 
Standards of the International Accounting Standards Committee; pronounce­
ments of other professional associations or regulatory agencies; Technical 
Information Service Inquiries and Replies included in AICPA Technical Prac­
tice Aids; and accounting textbooks, handbooks, and articles. The appropriate­
ness of other accounting literature depends on its relevance to particular 
circumstances, the specificity of the guidance, and the general recognition of 
the issuer or author as an authority. For example, GASB Concepts Statements 
would normally be more influential than other sources in this category. GASB 
Statement No. 20, Accounting and Financial Reporting for Proprietary Funds 
and Other Governmental Entities That Use Proprietary Fund Accounting, 
provides guidance on applying the hierarchy established by SAS No. 69, as 
amended, to governmental units that report using proprietary fund (enterprise 
and internal service fund) accounting and financial reporting.
Applicable Auditing Standards
1.20 Audits of financial statements of state and local governments should 
satisfy GAAS. SAS No. 95, Generally Accepted Auditing Standards, as 
amended (AICPA, Professional Standards, vol. 1, AU sec. 150), establishes a 
hierarchy of GAAS consisting of auditing standards, interpretive publications,
2 The auditor should assume that such pronouncements specifically made applicable to state and 
local governments have been cleared by the GASB, unless the pronouncement indicates otherwise.
3 As of the date of this guide, the GASB had not established such a group.
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and other auditing publications. SAS No. 74, as discussed in paragraph 1.02, is 
particularly relevant to auditors of state and local governments. (Auditors may 
also be engaged to provide attest services, for example, an engagement to express 
a conclusion about the reliability of a written assertion that is the responsibility of 
another party. Those engagements are conducted in accordance with the Attesta­
tion Standards, which are not within the scope of this guide.)
1.21 The Comptroller General of the United States has issued Govern­
ment Auditing Standards, which is periodically amended and codified. These 
standards are to be followed by auditors and audit organizations when re­
quired by law, regulation, agreement, contract, or policy. Government Auditing 
Standards includes requirements relating to the auditor’s professional qualifi­
cations, the quality of audit effort, and the characteristics of professional and 
meaningful audit reports.
1.22 Government Auditing Standards incorporates all AICPA audit 
standards for field work and reporting and its general standards are similar to 
those of the AICPA. However, Government Auditing Standards also contains 
additional general, field work, and reporting standards. Included in the gen­
eral standards are additional requirements for continuing professional educa­
tion and external quality control reviews. For example, auditors responsible for 
planning or directing an audit, conducting substantial portions of field work, 
or reporting on an audit under Government Auditing Standards are required 
to complete, every two years, at least eighty hours of continuing education, 
with at least twenty-four of those hours in subjects directly related to the 
government environment and government auditing. In addition, organizations 
conducting government audits are required to have an appropriate internal 
quality control system in place and undergo an external quality control re­
view.* This external quality control review should be conducted at least once 
every three years. The auditor, when seeking to enter into a contract to perform 
an audit, should provide his or her most recent external quality control 
report4 to the party contracting for the audit. Further, Government Auditing 
Standards, chapter 3, paragraphs 3.11 through 3.30.10, contains additional inde­
pendence requirements for both individual auditors and audit firms or organi­
zations.**, *** Auditors should also be aware that certain federal agencies have
* See footnote **. Paragraph 3.25 of Government Auditing Standards Amendment 3, Inde­
pendence, establishes certain safeguards relating to performing nonaudit services for an audited 
entity that do not violate the two overarching principles stated in paragraph 3.20 of the Amendment. 
Among those safeguards are requirements relating to quality control systems.
4 The term “report” does not include separate letters of comment.
* Amendment 3, Independence, as affected by Government Auditing Standards: Answers to 
Independence Questions, revises the independence standards in Government Auditing Standards for 
audits for periods beginning on or after January 1, 2003, with early implementation encouraged. 
Government Auditing Standards applies only when required by law, regulation, agreement, contract, 
or policy, including in an audit under the provisions of the Single Audit Act Amendments of 1996 and 
Office of Management and Budget Circular A-133, Audits of States, Local Governments, and Non- 
Profit Organizations. Among its provisions, Amendment 3 addresses circumstances under which it is 
not appropriate for auditors to perform both audit and certain nonaudit services for the same client 
as well as circumstances under which a governmental audit organization is presumed to be organiza­
tionally independent from the audited entity. The AICPA Audit Guide Audits of States, Local 
Governments, and Not-for-Profit Organizations Receiving Federal Awards, discusses the provisions of 
Amendment 3.
*** In March 2003, the AICPA Professional Ethics Executive Committee released an Exposure 
Draft (ED) entitled Omnibus Proposal of Professional Ethics Division Interpretations and Rulings. 
Among the changes proposed in the ED are clarifications and changes relating to rendering nonattest 
services to an attest client in areas such as bookkeeping services, appraisal, valuation, and actuarial 
services, financial information systems—design, installation, or integration services, and internal 
audit assistance. If finalized as proposed, those changes would reduce some of the differences 
between the AICPA and Government Auditing Standards independence requirements.
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independence requirements that exceed those in Government Auditing 
Standards.
1.23 Government Auditing Standards addresses two types of audits: fi­
nancial and performance. Financial audits include financial statement and 
financial related audits. Financial statement audits are defined as providing 
reasonable assurance about whether the financial statements of an audited 
entity present fairly the financial position, results of operations, and cash flows 
in conformity with GAAP. Financial statement audits also include audits of 
financial statements prepared in conformity with other comprehensive bases 
of accounting discussed in SAS No. 62, Special Reports, as amended by SAS No. 
77, Amendments to SAS No. 22, Planning and Supervision, No. 59, The 
Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern, 
and No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU sec.
623.02 through .10). Financial related audits include providing reasonable 
assurance that financial information is presented in accordance with estab­
lished or stated criteria, whether the entity has adhered to specific financial 
compliance requirements, or whether the entity’s internal control over finan­
cial reporting and/or safeguarding assets is suitably designed and imple­
mented to achieve the control objectives (Government Auditing Standards, 
chapter 2, paragraph 2.4). A performance audit, by contrast, is an objective and 
systematic examination of evidence for the purpose of providing an inde­
pendent assessment of the performance of a government organization, pro­
gram, activity, or function in order to provide information to improve public 
accountability and facilitate decision-making by parties with responsibility to 
oversee or initiate corrective action. Performance audits include economy and 
efficiency and program audits. (See Government Auditing Standards, chapter 
2, paragraphs 2.6 and 2.7.) This guide provides guidance on financial audits 
and does not address performance audits.
1.24 The auditor should be aware that AICPA Ethics Interpretation 
501-3, Failure to Follow Standards and/or Procedures or Other Requirements 
in Governmental Audits (AICPA, Professional Standards, vol. 2, ET sec. 
501.04), states:
If a member...undertakes an obligation to follow specified government audit 
standards, guides, procedures, statutes, rules, and regulations, in addition to 
generally accepted auditing standards, he or she is obligated to follow such 
requirements. Failure to do so is an act discreditable to the profession in 
violation of Rule 501 of the AICPA Code of Professional Conduct, unless the 
auditor discloses in his or her report the fact that such requirements were not 
followed and the reason therefor.
Additional Audit Requirements
1.25 As previously noted, the Single Audit Act imposes additional audit 
responsibilities on independent auditors of state and local governments ex­
pending federal awards. OMB is the federal agency designated as having 
primary responsibility for implementing the Single Audit Act. OMB Circular 
A-133, Audits of States, Local Governments, and Non-Profit Organizations, 
sets forth audit requirements for state and local governments expending 
federal awards. A supporting OMB document, OMB Circular A-133, Compli­
ance Supplement, identifies the significant compliance requirements to be 
considered in single audits of these governments. Single audits are discussed 
in the AICPA Audit Guide Audits o f States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards.
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1.26 Prior to undertaking audits of state and local governments, or of 
specific government grants, programs, or contracts, independent auditors 
should be knowledgeable of the compliance requirements and auditing stand­
ards that have an impact on the scope of the engagement, including those 
promulgated by the state or federal agency that has oversight authority over 
the government or is responsible for administering the specific grant, program, 
or contract.
Other Sources of Guidance
1.27 The following are sources of guidance that may be useful in conduct­
ing audits of state and local governmental units.
•  The AICPA also issues an annual Audit Risk Alert, Single Audits, as 
a complement to the Audit Guide Audits o f  States, Local Governments, 
and Not-for-Profit Organizations Receiving Federal Awards.
• The AICPA has also developed a basic audit program for audits of state 
and local governments. Although the program must be customized for 
specific engagements, it is a useful starting point for planning a 
government audit. It is included in a practice aid, the State and Local 
Governments Audit and Accounting Manual.
1 2  State and Local Governmental Units (Non-GASB 34)
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Chapter 2 
The Financial Reporting Entity and 
Fund Structure*
Introduction
2.01 GASB Statement No. 14, The Financial Reporting Entity (GASB 
Cod. sec. 2100 and 2600), contains the standards for defining the financial 
reporting entity and identifying entities to be included in its GPFS.** The 
Statement contains a concept of discrete presentation by the separation of 
some component units1 from the primary government.
2.02 GASB Cod. sec. 2100 provides guidance to determine which component 
units should be included in the primary government’s financial statements. Re­
quirements for inclusion are defined based on financial accountability. Also, 
reporting certain component units discretely in the financial statements, rather 
than blended with the financial information of the other funds, is intended to make 
the financial statements of the primary government more meaningful to users.
2.03 The purpose of this chapter is to alert auditors to the major consid­
erations of the reporting entity definition and related reporting matters. 
However, auditors should refer to GASB Cod. sec. 2100 and 2600 for a complete 
discussion of the standards and for illustrative financial statement formats. 
Auditors need to address these matters during the planning, testing, and 
reporting phases of the audit.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
** GASB Statement No. 39, Determining Whether Certain Organizations Are Component Units, 
amends GASB Statement No. 14, The Financial Reporting Entity, to provide additional guidance to 
determine whether certain organizations for which the primary government is not financially ac­
countable should be reported as component units based on the nature and significance of their 
relationship with the primary government. Generally, GASB Statement No. 39 requires reporting, as 
a discretely presented component unit, an organization that raises or holds economic resources for 
the direct benefit of a governmental entity. Such organizations are legally separate, tax-exempt 
entities that meet all of three specific criteria that address benefit, entitlement or access, and 
significance. GASB Statement No. 39 continues the requirement in GASB Statement No. 14 to apply 
professional judgment in determining whether the relationship between a primary government and 
other organizations for which the primary government is not financially accountable and that do not 
meet these criteria is such that exclusion of the organization would render the financial statements 
of the reporting entity misleading or incomplete. The provisions of GASB Statement No. 39 are 
effective for financial statements for periods beginning after June 15, 2003. Earlier application is 
encouraged.
1 Component units are legally separate organizations for which the elected officials of the 
primary government are financially accountable. A component unit may be a governmental organiza­
tion, a not-for-profit corporation, or a for-profit corporation.
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2.04 During the initial planning stages of an audit, the auditor should 
assess whether the governmental unit has identified all potential component 
units. To assist the auditor in determining that the client has identified 
correctly which component units should be included in the financial state­
ments, the auditor should be familiar with the requirements and terminology 
in GASB Cod. sec. 2100 and 2600.
2.05 The determination of which potential component units should be 
included in the financial statements is not always a simple task. In some 
situations, the state attorney general, state auditor, auditor general, or legal 
counsel may need to be consulted. If component units are excluded from the 
financial statements of the governmental unit, the auditor should inform the 
client of the effect of the omission on the auditor’s report.
2.06 It is also important to determine all potential component units early 
during the planning phase to ensure that the audit is properly coordinated and 
the materiality levels appropriately established (see chapter 3, “Planning the 
Audit,” paragraph 3.12 herein). Some component units may be audited by other 
auditors (see paragraph 3.10 herein). Delivery deadlines need to be established 
to ensure that audits of the component units are completed in time to be 
included in the financial statements of the primary government. Certain 
component units may also require special expertise, such as on health care, 
insurance, or actuarial matters. These specialized areas should be identified 
early to ensure that personnel with the required experience will be available 
when needed.
Financial Reporting Entity
2.07 The definition of the financial reporting entity is primarily based on 
the concept of financial accountability. Financial accountability exists if a 
primary government appoints a voting majority of an organization’s governing 
body, and is either able to impose its will on that organization or there is a 
potential for the organization to provide a specific financial benefit to, or 
impose specific financial burdens on, the primary government. Governmental 
units create separate organizations for a variety of reasons. Despite the out­
ward appearance of autonomy, or separateness, these organizations are ad­
ministered customarily by governing bodies that have been appointed by the 
elected officials of a primary government. Thus, the elected officials are ac­
countable to citizens for their public policy decisions, regardless of whether 
those decisions are carried out directly by the elected officials through the 
operations of the primary government or by their designees through the 
operations of specially created organizations. This broad-based notion of ac­
countability by elected officials leads to the underlying concept of the govern­
mental financial reporting entity.
Applicability
2.08 The requirements of GASB Cod. sec. 2100 and 2600 apply at all 
levels to all state and local governments and to the financial reporting of the 
following:
•  Primary governments
•  Governmental joint ventures
•  Jointly governed organizations
•  Other stand-alone governments
The requirements apply whether the financial statements are those of a 
financial reporting entity or the separately issued financial statements of 
governmental component units. In addition, GASB Statement No. 14 should be
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applied to all governmental and nongovernmental component units when they 
are included in a governmental financial reporting entity.
2.09 The financial reporting entity consists of the following:
•  The primary government
• Organizations for which the primary government is financially 
accountable
•  Other organizations whose relationship with the primary government 
is so significant that the financial reporting entity’s financial state­
ments would be misleading or incomplete if the organization were to 
be excluded*
2.10 GASB Cod. sec. 2100.112 defines a primary government as any state 
government or general-purpose local government (for example, a municipality 
or county). A primary government is also a special-purpose government (for 
example, a school district or a park district) that meets all of the following 
criteria:
•  It has a separately elected governing body
•  It is legally separate
•  It is fiscally independent
The primary government consists of all funds, organizations, institutions, 
agencies, departments, and offices that make up the legal entity. Therefore, 
auditors should assess whether all related financial information of the financial 
reporting entity is reported. GASB Cod. sec. 2100 provides guidance to assist 
auditors in determining separate legal standing and fiscal independence.
2.11 Component units are legally separate organizations (to include not- 
for-profit or for-profit corporations) for which elected officials of the primary 
government are financially accountable (to include organizations that are 
fiscally dependent). Auditors are referred to GASB Cod. sec. 2100 for a detailed 
discussion of various considerations related to the foregoing criteria. GASB 
Cod. sec. 2100.901 provides a flowchart as an aid for evaluating potential 
component units of a particular reporting entity.
Reporting
2.12 Auditors should determine that the financial statements of the 
reporting entity permit the reader to clearly distinguish between the primary 
government and its component units. Some component units have close rela­
tionships with the primary government, and their financial statements should 
be blended as if they were part of the primary government; however, most 
component unit financial statements will be discretely presented. GASB Cod. 
sec. 2600 provides standards and disclosure requirements for both types of 
presentations.
2.13 The auditor should also obtain assurance that the notes to the 
financial statements distinguish between information pertaining to the pri­
mary government (including its blended component units) and that of its 
discretely presented component units. GASB Cod. sec. 2600.130-.131 and J50 
discuss disclosures of the reporting entity’s relationships with certain organi­
zations other than component units, including the following:
•  Related organizations
•  Joint ventures
•  Jointly governed organizations
* See footnote ** to paragraph 2.01.
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•  Component units and related organizations with joint venture 
characteristics
•  Pools
•  Undivided interests
•  Cost-sharing arrangements
The auditor needs to review carefully disclosure requirements for these types 
of related organizations.
Fund Structure
2.14 Within a primary government, the accounting systems and financial 
reports of a governmental unit are organized on a fund basis. Each fund is a 
separate fiscal entity in the governmental unit, much the same as various 
corporate subsidiaries are fiscally separate in private enterprise. The separate 
funds are established by the governmental entity for specific fiscal account­
ability in accordance with statutes, laws, regulations, restrictions, or specific 
purposes.
Fund Categories
2.15 The auditor should refer to GASB Cod. sec. 1300 for the governmen­
tal principles of fund accounting for the seven major fund types and two 
account group categories. The following is a brief summary of the basic overall 
fund structure of a governmental unit:
•  Fund types are—
— Governmental funds, which include—
(а) General fund.
(b) Special revenue funds.
(c) Capital projects funds. 
(d) Debt service funds.
— Proprietary funds, which include—
(a) Enterprise funds.
(b) Internal service funds.
— Fiduciary funds, which include trust and agency funds.
•  Account groups, which include—
(a) General fixed assets account group.
(b) General long-term debt account group.
•  Component units discretely presented.
Number of Funds
2.16 There is no specific number of funds that should be utilized by a 
governmental entity. GASB Cod. sec. 1300 states only that the entity “should 
establish and maintain those funds required by law and sound financial 
administration.” However, the same section indicates that governments shall 
report only one general fund.
2.17 The auditor should determine that separate funds are maintained 
and reported when required by law or other external restrictions. However, 
accounting principles generally do not require separate funds (unless legally
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mandated) to account for restricted resources, provided that applicable legal 
requirements can be appropriately satisfied (see GASB Cod. sec. 1300.107). 
The auditor also should recognize that those employed by the governmental 
entity’s funding sources will often interchange the terms funds and accounts’, 
in most instances, the use of those terms does not necessitate a separate fund 
entity or bank account, as long as a separate accounting is provided for 
restricted resources.
Reporting Entity Presentation
2.18 The reporting entity principles included in GASB Cod. sec. 2600 
require the preparers of financial statements to distinguish between the pri­
mary government, including its blended component units, and its discretely 
presented component units. These changes may affect the fund presentations 
in the financial statements. (Guidance on the determination of materiality is 
provided in paragraph 3.12 herein.) For example, special districts previously 
blended and reported within the special revenue funds (and perhaps even 
account groups), or municipal utilities previously blended and reported as 
enterprise funds, may require a discrete presentation.
2.19 GASB Cod. sec. 2100.902 through .920 and 2600.902 through .910 
provide illustrative examples, disclosures, and financial statement formats 
that provide added guidance for the financial reporting entity and the related 
fund presentation. Additional guidance is provided in Chapter 4 of the GASB 
staff document, Comprehensive Implementation Guide.
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Chapter 3 
Planning the Audit*
Introduction
3.01 SAS No. 22, Planning and Supervision, as amended (AICPA, Profes­
sional Standards, vol. 1, AU sec. 311), provides general guidance on the 
considerations and procedures applicable to planning and supervision of all 
audits. In planning an audit of a state or local governmental unit, the auditor 
should—
• Identify the engagement’s reporting objectives.
•  Identify the auditor’s role as principal auditor, component unit audi­
tor, or joint auditor.
•  Consider the audit focus of governmental financial statements and 
level of materiality.
•  Obtain an understanding of the governmental unit.
•  Obtain an understanding of the internal control over financial report­
ing and perform a control risk assessment.
•  Evaluate factors affecting the risk of financial statement misrepre­
sentations.
•  Establish the audit approach, including the development of an audit 
program.
•  Communicate with the client concerning engagement details and 
auditor/client responsibilities, including the communication required 
by Government Auditing Standards discussed further in paragraph 
3.04.
•  Inquire whether there is a need for any special audits or reports.
•  Assess management’s identification of the laws and regulations that 
have a direct and material effect on the determination of amounts in 
the financial statements.
•  Perform preliminary analytical procedures.
•  Consider other matters affecting the conduct of the audit, including 
management representation letters, lawyer letters, the applicability 
of other audit and accounting guides, component unit disclosure issues, 
unresolved accounting and auditing issues, and auditor independence.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis— for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Planning the audit is required by GAAS, and the process continues throughout 
the audit. Early planning is useful in establishing the probable level and type 
of effort necessary to conduct the engagement.
3.02 SAS No. 83, Establishing an Understanding With the Client, as 
amended (AICPA, Professional Standards, vol. 1, AU sec. 310.05 through .07), 
states that the auditor should establish an understanding with the client 
regarding the services to be performed. Such understanding reduces the risk 
that either the auditor or the client may misinterpret the needs or expectations 
of the other party. The understanding should include the objectives of the 
engagement, management’s responsibilities, the auditor’s responsibilities, and 
the limitations of the engagement. The auditor should provide audit documen­
tation of this understanding, preferably through a written communication with 
the client. If the auditor believes an understanding with the client has not been 
established, he or she should decline to accept or perform the engagement. SAS 
No. 83, as amended, includes a listing of the matters that generally are 
included when the auditor establishes an understanding with the client re­
garding an audit of the financial statements. An engagement letter is useful in 
establishing the necessary understanding between the client and the inde­
pendent auditor, and such a letter is recommended. In a governmental setting, 
those matters may be included in a formal contract.
3.03 The client responsibilities can best be explained by having a preaudit 
conference with the auditee (see paragraphs 3.23 and 3.24). It is good practice 
to document the understandings from the preaudit conference in an engage­
ment letter addressed to the officials having the authority to engage the 
auditor. Such an engagement letter should mitigate potential misunderstand­
ing between the auditor and the client.
3.04 In addition to the requirements of SAS No. 61, Communication With 
Audit Committees, as amended (AICPA, Professional Standards, vol. 1, AU sec. 
380), Government Auditing Standards, paragraphs 4.6.3 through 4.6.7 re­
quires auditors to communicate the following information to the organization 
or entity being audited (the auditee), the individuals contracting for or request­
ing audit services, and the audit committee during the planning stages of an 
audit:*
a. The auditors’ responsibilities in a financial statement audit, includ­
ing their responsibilities for testing and reporting on compliance with 
laws and regulations and internal control over financial reporting.
b. The nature of any additional testing of compliance and internal 
control required by laws and regulations or otherwise requested, and 
whether the auditor is planning on providing opinions on compliance 
with laws and regulations and internal control over financial report­
ing. For example, auditors may be required to comply with the 
additional requirements of the Single Audit Act Amendments of 
1996, OMB Circular A-133, or other state and local laws and regulations.
To assist in communicating the limitations of the auditors’ responsibilities for 
compliance and internal control over financial reporting, the auditor may also
* Amendment 3, Independence, as affected by Government Auditing Standards: Answers to 
Independence Questions, revises the independence standards in Government Auditing Standards for 
audits for periods beginning on or after January 1, 2003, with early implementation encouraged. 
Paragraph 3.25 of that Amendment establishes certain safeguards relating to performing nonaudit 
services for an audited entity that do not violate the two overarching principles stated in paragraph 
3.20 of the Amendment. Among those safeguards are requirements that the audit organization 
establish certain understandings with the entity’s management about nonaudit services. The auditor 
may wish to reiterate those understandings while planning the audit.
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contrast the responsibilities with other financial related audits of compliance 
and control (such as an opinion on the internal control over financial reporting). 
Auditors should use professional judgment in determining the form and content 
of the communication, although written communication is preferred. An 
engagement letter may be used to make the communication. Auditors should 
include the communication in the audit documentation. The AICPA Audit 
Guide Audits o f States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards, provides additional discussion on this communica­
tion requirement.
Identification of the Engagement Reporting Objectives
3.05 Identification of the specific reports to be issued should be an early 
step in planning an audit. For example, in an audit or engagement conducted 
in accordance with GAAS, the auditor may be required to report on any or all 
of the following:
•  GPFS of the reporting entity, including required supplementary infor­
mation, where applicable
•  Comprehensive annual financial report (CAFR) covering the GPFS 
and combining and individual fund and account group financial state­
ments, schedules, and statistical tables. (The auditor may report on 
the combining and individual fund financial statements presented 
separately or in relation to the GPFS.)
•  Financial statements of a component unit, including required supple­
mentary information, where applicable
•  Financial statements of a department or agency
•  Individual fund financial statements
•  Special reports on, for example, compliance with bond indentures, or 
requirements of federal or state grants, regulatory agencies, or state 
auditors
Chapter 18, “Auditor’s Reports on Basic or General-Purpose Financial State­
ments,” discusses and illustrates reporting on the government’s financial 
statements. Exhibit 18.1 illustrates the relationship that exists in the financial 
reporting pyramid.
3.06 The auditor may be engaged to expand the scope of the engagement 
for other purposes—for example, to issue single audit reports (the Single Audit 
Act Amendments of 1996) related to federal awards as described in the AICPA 
Audit Guide Audits of States, Local Governments, and Not-for-Profit Organiza­
tions Receiving Federal Awards, or to review the CAFR submitted to either the 
GFOA or the Association of School Business Officials (ASBO) to determine if 
the report meets their respective certificate program requirements. In all 
cases, care should be exercised to assure that the reporting requirements of the 
engagement are clearly defined, preferably in a written engagement letter or 
contract.
Determination of Principal Auditor
3.07 As previously discussed, the GASB Codification recognizes general- 
purpose financial statements as an appropriate reporting vehicle for govern­
mental units. As discussed in GASB Cod. sec. 2100, related government 
activities or component units that meet the defined criteria are required to be 
included in the GPFS of the financial reporting entity. That requirement has 
resulted in the frequent inclusion of component units whose financial state­
ments are audited by auditors other than those engaged by the primary 
government. In some cases the assets, liabilities, revenues, or expenditures (or
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expenses) of one or more component units may exceed those of the primary 
government. Those circumstances have raised questions about who is the 
principal auditor of the financial statements of the reporting entity. Paragraph 
.02 of SAS No. 1, section 543, Part o f Audit Performed by Other Independent 
Auditors (AICPA, Professional Standards, vol. 1, AU sec. 543.02), requires a 
decision as to whether the auditor’s participation in the audit is sufficient to 
enable the auditor to serve as the principal auditor and to report as such on the 
financial statements.
3.08 Considering the requirements of SAS No. 1, section 543 (AICPA, 
Professional Standards, vol. 1, AU sec. 543) and the nature of governmental 
units and their financial statements, an auditor should meet both of the 
following criteria in order to serve as the principal auditor:
a. Engagement by the primary government as the principal auditor of 
the financial reporting entity
b. Responsibility for auditing at least the general fund, or the primary 
operating fund if no general fund exists, of the primary government
Having met the principal auditor criteria, the auditor of the primary govern­
ment is required to exercise the responsibilities of that position. Those respon­
sibilities include confirming the independence of the other auditors (see 
paragraphs 3.46 and 3.47 of this guide) and evaluating any adjustment, 
combination, or reclassification of component unit financial data to conform to 
the presentation in the GPFS of the reporting entity.
3.09 In accordance with SAS No. 1, section 543, the principal auditor 
should decide whether to make reference in his or her opinion to the audit(s) 
of the other auditor(s). If the part of the audit that was done by another auditor 
is referred to, the disclosure of the magnitude of the portion of the financial 
statements audited by the other auditor should also include an identification 
of the fund types and account groups (if blended) or the component unit 
columns (if discrete). Examples A.12(A), “Unqualified Opinion on General- 
Purpose Financial Statements With Reference to an Audit of an Organization, 
Function, or Activity by Other Auditors;” A.12(B), “Unqualified Opinion on 
General-Purpose Financial Statements and Combining, Individual Fund, and 
Account Group Financial Statements When One Fund or Component Unit 
Representing Less Than All of a Fund Type Has Been Audited by Other 
Auditors;” and A.13, “Unqualified Opinion on General-Purpose Financial 
Statements With Reference to an Audit of All of a Fund Type by Other 
Auditors” in appendix A, “Illustrative Auditor’s Reports,” present illustrative 
auditor’s reports for the principal auditor’s reference to the audits of other 
auditors in various circumstances.
3.10 Responsibilities o f  Component U n it Aud itor. The auditor of a 
component unit may or may not be the same as the auditor of the primary 
government. In those circumstances, it is important that an appropriate pro­
fessional relationship be established between the two auditors. The auditor of 
the primary government (the principal auditor) assumes certain responsibili­
ties under SAS No. 1, section 543. The component unit auditor may be required 
to facilitate the principal auditor’s execution of professional responsibilities. In 
addition, the component unit auditor may be expected to participate in present­
ing financial statements of the component unit on a different basis of account­
ing or fiscal year not typically prepared by the component unit for its separate 
reporting. It is important that the auditors and their clients reach an early 
agreement on reporting responsibilities, including how any additional prepa­
ration and audit costs will be borne by the entities.
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3.11 Responsibilities as Joint Auditor. With the encouragement of 
governments, certified public accounting (CPA) firms occasionally agree to 
perform audits on a joint venture or subcontract basis. Independent auditors 
participating in a joint audit should arrive at a formal understanding of their 
respective responsibilities, usually through a contract, including the following:
•  Signing the audit report
•  Determining the compensation of the parties
•  Supervising the engagement
•  Providing audit documentation for the engagement
•  Establishing review procedures
The responsibility for signing the audit report usually dictates the extent of 
audit documentation review and other professional requirements imposed on 
the participants. (See chapter 16, “State Governments,” paragraphs 16.10 
through 16.14 for a discussion of joint audits.)
Financial Statement Format and Materiality
3.12 GASB Cod. sec. 2200.101 states that every governmental unit should 
prepare and publish, as a matter of public record, a CAFR that encompasses 
all funds and account groups. The CAFR should contain (a) GPFS by fund type 
and account group, and (b) combining statements by fund type and individual fund 
statements. GASB Cod. sec. 2200 addresses various aspects of financial reporting, 
including the requirements applicable to the GPFS. GPFS are required to be 
presented in a combined statement format that presents fund types, and account 
groups, and discretely presented component units in side-by-side columns. The 
omission of an existing fund type, account group, or component unit from the GPFS 
is a departure from GAAP. Examples A.5 through A.7 in appendix A, “Illustrative 
Auditor’s Reports,” illustrate the report format in these circumstances when the 
departure from GAAP is material. Therefore, audit scope should be set and 
materiality evaluations should be applied at the fund type, account group, and 
discretely presented component unit column(s) when reporting on GPFS, or at the 
individual fund statement level when reporting on the GPFS, combining and 
individual fund financial statements in a CAFR.
3.13 With respect to the auditor’s reports on the GPFS, the omission of a fund 
type or account group, for any reason other than the nonexistence of the related 
fund type or account group, requires a qualification of the auditor’s report.
Understanding the Governmental Unit
3.14 Background information relating to the operations of the govern­
mental unit should be obtained in order to provide a basis for subsequent audit 
planning procedures. Background information useful to planning may include 
the following:
•  The composition of the reporting entity
•  The form of government, for example, a legislative body with governor 
or mayor as the administrator versus a legislative body with an 
appointed manager
•  Organizational structure, including the names and experience of top 
management 
•  Laws, statutes, and regulations governing the general operations of 
the governmental unit
•  The nature of any joint ventures
•  Factors affecting the continued functioning of the governmental unit, 
for example, the presence or absence of taxpayer initiatives that limit
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the taxing authority’s growth, expenditure growth, or the addition of 
incremental services
•  The existence and functions of an audit committee or other group or 
individual with oversight responsibility for financial reporting
•  Primary sources of revenue (for example, property taxes, appropria­
tions, grants, contracts, service charges)
•  Services provided by the governmental unit
•  Services provided by separate governmental departments and inde­
pendent entities (for example, hospitals, schools, redevelopment agen­
cies) and their relationship to the governmental unit to be audited
•  Number of employees by governmental function
•  An assessment of accounting and financial reporting systems; if auto­
mated, a general understanding of the type of electronic data processing 
(EDP) equipment used, personnel involved, and similar background 
information, including software packages and operating systems
•  The number and nature of funds and account groups
•  Departures from GAAP in prior financial statements that could lead 
to report qualifications
•  The nature of any compliance auditing requirements
•  Special reporting requirements
3.15 The foregoing information generally can be obtained from authoriz­
ing statutes, charters, budget documents, recent official statements, prior 
comprehensive annual financial reports, the request for proposal, other docu­
ments, and discussions with key members of management.
Consideration of Internal Control Over 
Financial Reporting
3.16 As discussed in chapter 4, “Internal Control Over Financial Report­
ing,” the auditor is required to obtain an understanding of each of the five 
components of internal control (control environment, risk assessment, control 
activities, information and communication, and monitoring) that is sufficient 
to plan the audit by performing procedures to understand (a) the design of 
controls relevant to an audit of financial statements, and (b) whether they have 
been placed in operation. In deciding where to focus the procedures undertaken 
to gain an understanding of the internal control, the auditor should consider, 
among other matters, judgments about materiality for various account bal­
ances and transaction classes and the information obtained from the evalu­
ation of the risk factors described in paragraph 3.18.
3.17 After obtaining this understanding, the auditor must assess and 
document the control risk for the assertions embodied in the account balance, 
transaction class, and disclosure components of the financial statements. The 
independent auditor uses the knowledge he or she has gained about internal 
control and the assessed level of control risk in determining the nature, timing, 
and extent of substantive tests on financial statement amounts.
Factors Affecting the Risk of Financial 
Statement Misrepresentation
3.18 In developing an audit plan, the auditor should consider factors 
influencing the risk of errors, fraud, or illegal acts causing financial statements 
to be materially misstated. This should include an evaluation of the following 
factors:
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•  The existence of laws, rules, and regulations that may have a direct 
and material effect on amounts reported in the financial statements
•  Unusual or unexpected transactions, events, amounts, ratios, or 
trends noted as a result of analytical procedures
•  The existence of material accounting estimates
•  The existence of many contentious or difficult accounting issues
•  The existence of significant difficult-to-audit transactions
•  The appearance of an unduly aggressive attitude on the part of 
management toward financial reporting
•  The management’s poor reputation in the governmental management 
community
•  The circumstance that the governmental unit is a new client and 
sufficient prior audit information is not available from the predecessor 
auditor (see SAS No. 84, Communications Between Predecessor and 
Successor Auditors [AICPA, Professional Standards, vol. 1, AU sec. 315])
•  The potential for management misrepresentation
•  The susceptibility of assets to unauthorized use or disposition
•  The effectiveness of the overall financial controls, including the ability 
to operate within approved budgets and issue timely and accurate 
financial reports
•  The appropriate segregation of duties and responsibilities
•  The dependence of the governmental unit on one or more individuals 
to operate key programs or manage the budget or financial reporting 
function
•  The effectiveness of the internal audit function
•  Turnover of key personnel
•  Qualifications of key personnel
•  Federal or state requirements for expanded audit scope
•  Qualifications in auditors’ reports for prior years
•  The reduction or elimination of federal or state grant funds to finance 
key local programs
•  The ability of key subsidiary accounting systems to produce data 
necessary to support financial statements
•  Decentralized or centralized records
Auditors should also refer to SAS No. 99, Consideration of Fraud in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316),* for 
guidance on identifying and assessing risks of material misstatement due to 
fraud. Appendix A [paragraph 3.49] of this chapter describes the requirements 
of SAS No. 99 and discusses government-specific considerations. Auditors also 
may wish to refer to the AICPA practice aid entitled Fraud Detection in a GAAS 
Audit—SAS No. 99 Implementation Guide, which explains the provisions of 
SAS No. 99 and provides detailed implementation guidance. The practice aid 
also includes appendixes to help identify risks of material misstatement due to 
fraud in specialized industries, including state and local government.**
* In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted.
* The AICPA practice aid entitled Fraud Detection in a GAAS Audit—SAS No. 99 Implementa­
tion Guide replaces the AICPA practice aid titled Considering Fraud in a Financial Statement Audit: 
Practical Guidance for Applying SAS No. 82.
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Audit Approach
3.19 The auditor should design an effective audit approach when plan­
ning the engagement. Because governmental units often maintain numerous 
funds and account groups, audit tests are most efficient if they are designed to 
avoid repetitive procedures. However, if one or more activities of the govern­
mental unit are operated autonomously, they may need to be tested separately.
3.20 The information obtained from the above-mentioned procedures 
should be used to evaluate the risk that material misstatements may exist in 
the financial statements and to establish acceptable levels of audit risk in view 
of the perceived levels of detection risk. These evaluations should be used to 
develop an audit program.
3.21 The auditor should consider the nature, timing, and extent of the 
work to be performed and develop an audit program. The auditor should be 
aware that as the audit progresses, the audit program may need to be modified 
because of changed conditions, for example, unexpected results from tests of 
the operating effectiveness of internal control over financial reporting, the 
presence of new information, or unanticipated activities of the government. 
SAS No. 22, as amended (AICPA, Professional Standards, vol. 1, AU sec. 311); 
SAS No. 96, Audit Documentation (AICPA, Professional Standards, vol. 1, AU 
sec. 339); and SAS No. 55, Consideration o f Internal Control in a Financial 
Statement Audit, as amended (AICPA, Professional Standards, vol. 1, AU sec. 
319); provide guidance on audit programs and other audit documentation. (See 
the discussion of the Government Auditing Standards audit documentation 
requirement in paragraph 3.34.)
3.22 A preliminary audit planning memorandum may be prepared de­
scribing the overall approach to the audit, including the following:
•  Audit objectives
•  Staffing levels and staff responsibilities
•  Use of analytical procedures
•  Responsibility for and extent of supervision
•  Budgeted hours and completion dates for audit segments
•  Materiality levels used for planning purposes
•  Risk assessments relating to the understanding of internal control 
over financial reporting obtained to plan the audit
•  Guidelines relating to audit documentation form and content
•  Use of specialists
The audit planning memorandum may be used as a basis for audit staff 
planning conferences as well as a means of monitoring the progress of the audit.
Preaudit Communication With the Client
3.23 It may be desirable to hold a preaudit conference with the client to 
discuss the responsibilities of both the client and the auditor. Key elements of 
the preaudit conference include—
• Identification of audit staff.
•  The independent auditor’s responsibility for communicating report- 
able conditions under SAS No. 60, Communication o f Internal Control 
Related Matters Noted in an Audit, as amended (AICPA, Professional 
Standards, vol. 1, AU sec. 325).
•  Audit timing, including dates for the following:
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— Availability of records.
— The start of the audit, including the start of an alternative course 
of action should the records not become available as planned.
— The required delivery of the report.
•  Reports to be provided by the auditor pursuant to the terms of the 
engagement.
•  Purpose, nature, scope, and limitations of the audit.
•  Applicable audit standards and guidance, including the auditor’s 
responsibility for communicating with management if the auditor 
becomes aware that the entity is subject to an audit requirement that 
is not encompassed in the terms of the engagement.
•  Communication of matters required by Government Auditing Stand­
ards (see paragraph 3.04).
•  The auditor’s responsibilities for—
— Discovering and reporting fraud and illegal acts, contractual 
compliance violations, and questioned costs.
— Communicating certain matters to the audit committee or other 
party responsible for oversight of the financial reporting process, 
including information about uncorrected misstatements aggre­
gated by the auditor that were determined by management to be 
immaterial, both individually and in the aggregate, to the finan­
cial statements taken as a whole.*
— Preparing the annual report or other involvement in conformance 
with any ASBO or GFOA certificate program requirements.
•  The client’s responsibilities for—
— Financial statement assertions and a management repre­
sentation letter accepting such responsibilities, including adjust­
ing the financial statements to correct material misstatements 
and for affirming to the auditor in the representation letter that 
the effects of any uncorrected misstatements aggregated by the 
auditor are immaterial, both individually and in the aggregate, to 
the financial statements taken as a whole.*
— The internal control over financial reporting.
— Identifying all laws, rules, and regulations that may have a direct 
and material effect on the financial statement amounts and for 
disclosing all instances of noncompliance.
•  The auditor’s expectations concerning the availability of lawyer letters.
•  Identification of federal and state financial assistance programs if a 
single audit or program audit is to be performed.
•  Internal audit and clerical assistance the auditor expects to receive 
from the client.
•  Nature and extent of any additional audit tests to be performed at the 
client’s request.
•  Understanding of fee and billing arrangements.
* Note that the provision from SAS No. 89, Audit Adjustments, concerning “the financial 
statements taken as a whole” should be applied to audits of governmental entities within the context 
of paragraph 3.12 of this Guide, which states that “audit scope should be set and materiality 
evaluations should be applied at the fund type, account group, and discretely presented component 
unit column(s) when reporting on the GPFS, or at the individual fund statement level when reporting 
on the GPFS, combining and individual fund financial statements in a CAFR.”
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3.24 These preaudit conference understandings may be communicated in 
an engagement letter addressed to the board or official with the authority to 
engage the auditor. Auditors should refer to SAS No. 83, as amended, for 
additional information on establishing an understanding with the client (see 
paragraph 3.02).
Determining Whether an Additional Audit Is to 
Be Performed
3.25 As part of the planning process, the auditor needs to be aware of 
whether the entity is subject to additional audit requirements that are not 
encompassed by the terms of the engagement. If the auditor becomes aware 
that an audit in accordance with GAAS will not satisfy the relevant legal, 
regulatory, or contractual requirement, the auditor should make management 
aware of the type of audit that is required (for example, an audit in accordance 
with Government Auditing Standards or a single audit in accordance with 
OMB Circular A-133). (See chapter 5, “Testing and Reporting on Compliance 
With Laws and Regulations,” paragraphs 5.05 and 5.06 for further discussion 
of the auditor’s responsibilities in this situation.)
Determining Compliance Requirements
3.26 Paragraphs 3 through 7 of SAS No. 74, Compliance Auditing Consid­
erations in Audits of Governmental Entities and Recipients o f Governmental 
Financial Assistance (AICPA, Professional Standards, vol. 1, AU sec. 801.03 
through .07), provides guidance on the auditor’s responsibility for testing 
compliance requirements that could have a direct and material effect on the 
financial statements. In planning the audit, the auditor should obtain an under­
standing of the possible effects on financial statements of laws and regulations 
that are generally recognized by auditors to have a direct and material effect 
on the determination of amounts in an entity’s financial statements. The 
auditor should also assess whether management has identified laws and 
regulations that have a direct and material effect on the determination of 
amounts in an entity’s financial statements and obtain an understanding of the 
possible effects on the financial statements of such laws and regulations.
Performing Analytical Procedures
3.27 In planning the audit, the auditor should perform analytical proce­
dures to identify significant matters that may require audit emphasis. How­
ever, overall analytical procedures are generally less effective when applied to 
the combined financial statements. Such procedures should be directed at a 
level sufficient to understand the effect of significant events or actions taken 
by management. See SAS No. 56 , Analytical Procedures, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 329).1
Developing Audit Programs
3.28 In planning an audit, according to SAS No. 22, as amended by SAS 
No. 77, an auditor should prepare a written audit program or set of programs. 
Efficient and effective audit programs incorporate consideration of financial 
statement assertions, specific audit objectives, and appropriate audit proce­
dures to achieve the specific objectives.
1 The AICPA Audit Guide Analytical Procedures, provides practical guidance to auditors on the 
effective use of analytical procedure.
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3.29 The GASB Codification contains the accounting and reporting stand­
ards for governmental units. Part II, “The State and Local Government 
Audit—Governmental Funds and Account Groups” and Part III, “The State 
and Local Government Audit—Proprietary and Fiduciary Funds,” herein, set 
forth general financial statement assertions, audit objectives, and audit proce­
dures that may be considered in developing audit programs. Appendix B of this 
guide, “Financial Reporting Information Systems and Controls Forms— Gov­
ernmental Units,” contains a list of illustrative internal control questions that 
an auditor might raise concerning a state or local government. The auditor 
plans his or her audit using the GASB Codification and this guide to meet the 
objectives of each specific audit engagement.
3.30 Financial Statement Assertions. In forming an opinion on the 
financial statements, “Assertions,” according to paragraph 3 of SAS No. 31, 
Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.03), “are 
representations by management that are embodied in financial statement 
components.” Assertions can be classified in the following broad categories:
•  Existence or Occurrence. Reported assets and liabilities actually ex­
isted at the balance-sheet date and transactions reported in the 
operating statement actually occurred during the period covered.
•  Completeness. All transactions and accounts that should be included 
in the financial statements are included, and there are no undisclosed 
assets, liabilities, or transactions.
•  Rights and Obligations. The entity has rights to the assets, and the 
liabilities are obligations of the entity at a given date.
•  Valuation or Allocation. The assets, liabilities, revenues, and expen­
ditures/expenses are included in the financial statements at an appro­
priate amount.
•  Presentation and Disclosures. The assets, liabilities, revenues, and 
expenditures/expenses are properly classified, described, and dis­
closed in the financial statements.
3.31 Developing Audit Objectives. An auditor develops specific audit 
objectives to obtain evidential matter to support the financial statement asser­
tions. An audit objective is, in effect, an assertion translated into terms 
relevant to a specific account.
3.32 Selecting Audit Procedures. The basic requirements for selec­
tion of audit procedures are set forth in SAS No. 31 (see “Use of Assertions in 
Developing Audit Objectives and Designing Substantive Tests,” AU sec. 
326.13).
Other Matters
3.33 Certain other matters unique to audits of governmental units are 
also discussed in this chapter because of their potential relevance to the audit 
planning process. Those matters include internal control documentation re­
quirements, audit documentation, audit follow-up, inquiries of a client’s lawyer 
(lawyer letters), the applicability of other AICPA audit and accounting guides, 
component unit disclosure issues, unresolved accounting and auditing issues, 
and auditor independence. Also, because governmental administration 
changes are common, the independent auditor may have difficulty obtaining 
representations from management because the officials have left the employ of 
the government. SAS No. 85, Management Representations, as amended (AICPA,
AAG-SLG 3.33
30 State and Local Governmental Units (Non-GASB 34)
Professional Standards, vol. 1, AU sec. 333),* discusses auditors’ responsibili­
ties for obtaining written representations in an audit engagement when cur­
rent management was not present during the period under audit. In this 
situation, SAS No. 85, as amended, states that auditors should obtain written 
representations from current management on all periods covered in their 
report. The specific representations obtained by the auditor will depend on the 
circumstances of the engagement and the nature and basis of presentation of 
the financial statements. Failure or inability to obtain written representations 
from management may result in a limitation on the scope of the audit sufficient 
to preclude the auditor from expressing an unqualified opinion. See SAS No. 
85, as amended, and chapter 17, “Concluding the Audit,” for additional discus­
sion of management representation letters.
Internal Control Documentation Requirement
3.34 Government Auditing Standards (paragraphs 4.21.3 and 4.21.4) in­
cludes an additional internal control standard that requires auditors, when 
planning the audit, to provide audit documentation about the following:
•  The basis for assessing control risk at the maximum level for asser­
tions related to material account balances, transaction classes, and 
disclosure components of financial statements when such assertions 
are significantly dependent upon computerized information systems; 
and
•  Consideration that the planned audit procedures are designed to 
achieve audit objectives and to reduce audit risk to an acceptable level.
The AICPA Audit Guide Audits o f States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards, provides additional discussion 
on this documentation requirement.
Audit Documentation
3.35 SAS No. 96 provides guidance on the content, retention, and confi­
dentiality of audit documentation as required by GAAS. (Audit documentation 
may also be referred to as working papers.) Among other things, SAS No. 96 
requires audit documentation to be sufficient to enable members of the engage­
ment team with supervision and review responsibilities to understand the 
nature, timing, extent, and results of auditing procedures performed, and the 
evidence obtained. Appendix K contains an Interpretation of AU Section 339 
titled, “Providing Access to or Copies of Audit Documentation to a Regulator.” 
That interpretation provides guidance on responding to requests by govern­
mental agencies (regulators) that auditors provide them with access to audit 
documentation.
3.36 Government Auditing Standards states that audit documentation 
should contain sufficient information to enable an experienced auditor having 
no previous connection with the audit to ascertain from it the evidence that 
supports the auditor’s significant conclusions and judgments. Government 
Auditing Standards also states that auditors should provide for access to audit
In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 also amends SAS No. 85, as amended, to require certain 
representations relating to fraud. SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted. Appendix A [paragraph 
3.49] of this chapter describes the requirements of SAS No. 99 and discusses government-specific 
considerations.
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documentation by other auditors, to facilitate reviews of audit quality and 
reliance by other auditors on the auditor’s work, and should provide for such 
access in contractual arrangements for Government Auditing Standards 
audits. The AICPA Audit Guide Audits of States, Local Governments, and 
Not-for-Profit Organizations Receiving Federal Awards, further discusses the 
Government Auditing Standards audit documentation requirements.
Audit Follow-Up
3.37 Government Auditing Standards includes an additional field work 
standard in the area of audit follow-up. Paragraph 4.10 of Government Audit­
ing Standards states: “Auditors should follow up on known material findings 
and recommendations from previous audits that could affect the financial 
statement audit. They should do this to determine whether the auditee has 
taken timely and appropriate corrective actions. Auditors should report the 
status of uncorrected material findings and recommendations from prior 
audits that affect the financial statement audit.”
Lawyer Letters
3.38 Lawyer letters of the type requested in commercial audits should be 
requested (see SAS No. 12, Inquiry o f a Client’s Lawyer Concerning Litigation, 
Claims, and Assessments [AICPA, Professional Standards, vol. 1, AU sec. 
337]). They may be requested, for example, from the city attorney or the state 
attorney general, and outside counsel used on significant matters. If  the 
government’s chief legal officer or its outside legal counsel is unwilling or 
unable to provide all the information the auditor needs to form a conclusion on 
litigation, claims, and assessments, the auditor should plan early in the 
engagement to take the appropriate steps and discuss with the client the 
qualification that may be necessary when expressing an opinion. If inside 
counsel provides the assessment of litigation, claims, and assessments, Inter­
pretation No. 8, “Use of the Client’s Inside Counsel in the Evaluation of 
Litigation, Claims, and Assessments,” of SAS No. 12 should be considered 
(AICPA, Professional Standards, vol. 1, AU sec. 9337.24).
Applicability of Other AICPA Audit Guidance
3.39 Large governments may have a variety of component units, and 
planning should involve not only identifying applicable component units of the 
reporting entity, but also the accounting principles and financial reporting 
practices that should be used by specific component units. In addition to this 
guide, four other guides have been issued by the AICPA that address organi­
zations involved in activities often conducted by units of government. Their 
applicability in a governmental environment should be determined. The fol­
lowing discussion provides guidance until these issues are further addressed 
by the GASB.
3.40 Audits of Health Care Organizations. Government-operated 
health care entities generally should be reported as enterprise funds in accord­
ance with the requirements of the AICPA Audit and Accounting Guide Health 
Care Organizations.
3.41 Audits of Colleges and Universities. See chapter 1, “Overview,” 
paragraph 1.05, herein, for a discussion of the applicability of the AICPA 
Industry Audit Guide Audits o f Colleges and Universities.
3.42 Audits of Certain Nonprofit Organizations. Some governmen­
tal units conduct activities such as operating libraries, museums, cemeteries,
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and zoological parks. The AICPA Audit and Accounting Guide Audits of 
Certain Nonprofit Organizations may be useful in identifying audit objectives 
and related audit procedures. (Auditors should note that although Audits of 
Certain Nonprofit Organizations has been superseded by the recently issued 
Audit and Accounting Guide Not-for-Profit Organizations, it continues to be 
applicable in a governmental environment.) See chapter 1, “Overview,” para­
graph 1.08, herein, for additional information.
3.43 Audits o f  Employee Benefit Plans. Public employee retirement 
systems (PERS) are similar to private sector plans in many respects. As a 
result, the AICPA Audit and Accounting Guide Audits o f Employee Benefit 
Plans may be useful in identifying audit objectives and related audit procedures.
Disclosure Issues
3.44 Governmental entities that prepare their financial statements using 
the AICPA College Guide model (as provided for in GASB Statement No. 15, 
Governmental College and University Accounting and Financial Reporting 
Models) or the AICPA Not-for-Profit model (as provided for in GASB Statement 
No. 29, The Use of Not-for-Profit Accounting and Financial Reporting Princi­
ples by Governmental Entities) will present their financial statements using a 
multiple-fund-type structure (for example, by reporting general unrestricted 
funds, restricted funds, endowment or trust funds, and plant funds). If  such an 
entity is included in another government’s financial statements, its financial 
position and results of operations included in the financial reporting entity’s 
GPFS should be based on all of its financial activity in accordance with GASB 
Cod. sec. 2600. Significant disclosures that might be obscured, such as the 
extent of restricted assets and liabilities, should be provided in the notes to the 
financial statements or through alternative statement classifications. When 
separate financial statements for the component unit are issued, the notes 
thereto describing the separate activities should describe clearly the relation­
ship of the component unit to the primary government.
Unresolved Accounting and Auditing Issues
3.45 As of the date of this guide, there are a number of projects under way 
by GASB and various government agencies that could establish new standards 
and principles or modify existing ones. Therefore, when planning and conduct­
ing a financial statement audit, the auditor should refer to the most recent 
pronouncements of the GASB, the AICPA, and the GAO, and other pertinent 
government agencies. The auditor should also refer to the annual AICPA Audit 
Risk Alert State and Local Governmental Developments for further information 
about projects that may be under consideration.
External Auditor Independence
3.46 GASB Cod. sec. 2100 requires the financial statements of many 
agencies, organizations, and authorities (component units) to be combined with 
the financial statements of another governmental unit (primary government) 
to form a financial reporting entity. Ethics Interpretation 101-10 of the AICPA 
Code of Professional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 
101.12) discusses the effect on independence of relationships with entities 
included in governmental financial statements. That Interpretation was updated 
in March 2003 to, among other things, consider the changes in financial statement 
presentation resulting from GASB Statement No. 34, Basic Financial Statements 
—and Management’s Discussion and Analysis—for State and Local Governments.
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Auditors should use professional judgment and the concepts expressed in 
Interpretation 101-10 to evaluate independence in relation to a primary 
government, parts of the primary government, component units, and other 
organizations disclosed in the reporting entity’s financial statements for gov­
ernmental entities that do not and are not yet required to apply the provisions 
of GASB Statement No. 34. (The Preface to this Guide discusses the effective 
dates of GASB Statement No. 34.)
3.47 An auditor expressing an opinion on the financial statements of a 
governmental reporting entity should take reasonable steps to confirm the 
independence of auditors of fund types, funds, account groups, component 
units, or entities that should be disclosed in the notes to the general-purpose 
financial statements of the financial reporting entity in accordance with SAS 
No. 1, section 543.
3.48 Auditors are also reminded of Ethics Ruling No. 102, Member’s 
Indemnification of a Client (AICPA, Professional Standards, vol. 2, ET sec. 
191.204 and .205), that was issued in January 1996. This ruling states that 
auditors should not enter into agreements that would require them to indem­
nify their client for damages, losses, or costs arising from lawsuits, claims, or 
settlements that relate, directly or indirectly, to client acts, or their inde­
pendence will be impaired. The use of such clauses by state and local govern­
ments in requests for proposals (RFP) and audit contracts have been on the 
increase. Therefore, auditors should carefully review RFPs and audit proposals 
for such clauses before entering into them.
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3.49
Appendix A—Consideration of Fraud in a Financial 
Statement Audit
A-1. Statement on Auditing Standards (SAS) No. 99, Consideration o f Fraud 
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 
316), is the primary source of authoritative guidance about an auditor’s respon­
sibilities concerning the consideration of fraud in a financial statement audit. 
SAS No. 99 supersedes SAS No. 82, Consideration o f Fraud in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316A), and 
amends SAS No. 1, section 230, Due Professional Care in the Performance of 
Work, as amended (AICPA, Professional Standards, vol. 1, AU sec. 230), and 
SAS No. 85, Management Representations (AICPA, Professional Standards, 
vol. 1, AU sec. 333). SAS No. 99 establishes standards and provides guidance 
to auditors in fulfilling their responsibility to plan and perform the audit to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement, whether caused by error or fraud as stated in SAS 
No. 1, section 110, Responsibilities and Functions of the Independent Auditor, 
as amended (AICPA, Professional Standards, vol. 1, AU sec. 110.02).
A-2. There are two types of misstatements relevant to the auditor’s consid­
eration of fraud in a financial statement audit:
•  Misstatements arising from fraudulent financial reporting
•  Misstatements arising from misappropriation of assets
A-3. Three conditions generally are present when fraud occurs. First, man­
agement or other employees have an incentive or are under pressure, which 
provides a reason to commit fraud. Second, circumstances exist-for example, 
the absence of controls, ineffective controls, or the ability of management to 
override controls-that provide an opportunity for a fraud to be perpetrated. 
Third, those involved are able to rationalize committing a fraudulent act.
The Importance of Exercising Professional Skepticism
A-4. Because of the characteristics of fraud, the auditor’s exercise of profes­
sional skepticism is important when considering the risk of material misstate­
ment due to fraud. Professional skepticism is an attitude that includes a 
questioning mind and a critical assessment of audit evidence. The auditor 
should conduct the engagement with a mindset that recognizes the possibility 
that a material misstatement due to fraud could be present, regardless of any 
past experience with the entity and regardless of the auditor’s belief about 
management’s honesty and integrity. Furthermore, professional skepticism 
requires an ongoing questioning of whether the information and evidence 
obtained suggests that a material misstatement due to fraud has occurred.
Discussion Among Engagement Personnel Regarding the Risks 
of Material Misstatement Due to Fraud
A-5. Members of the audit team should discuss the potential for material 
misstatement due to fraud in accordance with the requirements of paragraphs 
14-18 of SAS No. 99. The discussion among the audit team members about the 
susceptibility of the entity’s financial statements to material misstatement due 
to fraud should include a consideration of the known external and internal 
factors affecting the entity that might (a) create incentives/pressures for man­
agement and others to commit fraud, (b) provide the opportunity for fraud to be
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perpetrated, and (c) indicate a culture or environment that enables manage­
ment to rationalize committing fraud. Communication among the audit team 
members about the risks of material misstatement due to fraud also should 
continue throughout the audit.
A-6. The following are potential fraud risk factors specific to or significant 
for state and local governments. The risk factors generally relate to misstate­
ments arising from fraudulent financial reporting.1 This listing does not include 
all government-specific fraud factors, and does not list many fraud factors that 
might exist in any entity, governmental or nongovernmental (such as adverse 
relationships between the entity and employees with access to cash or other 
assets susceptible to theft, and deficient internal control resulting from inade­
quate monitoring).
Incentives/Pressures
•  There are or are expected to be laws or regulations that limit resources.
•  The entity is subject to unfunded mandates from other governments.
•  The entity is subject to public pressure to provide more services with 
fewer dollars.
•  There have been or are expected to be funding cuts from grantors and 
other resource providers.
•  The entity has major taxpayers with declining financial condition or 
position.
•  The entity has a declining property or other tax base.
•  The entity is experiencing a declining demand for services.
•  The entity’s investment values have been negatively affected by the 
market.
•  The entity uses high-risk or exotic investments to maintain or increase 
investment income.
•  The entity has a significant need to obtain debt financing.
•  The entity uses complex or “innovative” financing mechanisms.
•  The entity is unable to generate sufficient cash flows to cover expen­
ditures.
•  The entity is experiencing rapid growth, unusual budget growth, or 
unusual budget surpluses, especially compared to other, similar enti­
ties.
•  There is substantial political pressure on management creating an 
undue concern about reporting positive financial accomplishments.
•  Investment analysts, institutional investors, significant creditors, do­
nors, or other external parties have unduly aggressive or unrealistic 
expectations about financial position or performance, budget results, 
or program achievements. (Those expectations might have been cre­
ated by management in, for example, overly optimistic press releases 
or annual report messages.)
•  The entity’s financial position or performance is close to violating debt 
covenants.
•  The entity is having difficulty developing a balanced budget for next 
fiscal year due to either anticipated revenue shortfalls or projected 
excessive expenditures.
1 Items marked (*) relate to misstatements arising from misappropriation of assets.
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•  Management expects adverse consequences on significant pending 
transactions, such as a grant or contract award or modification, if it 
reports poor financial or program performance.
Opportunities
•  The governing body members are inexperienced or unqualified.
•  The governing board accepts management’s recommendations and 
actions without inquiry or debate.
•  The entity is subject to complex or frequently changing accounting 
requirements.
•  The entity has financially significant transactions for which there are 
no or unclear generally accepted accounting principles (GAAP).
•  The entity makes excessive use of separate funds, internal service 
funds, or interfund activity.
•  There is a high incidence of patronage employment in positions with 
significant authority or responsibilities.
•  The have been or are expected to be changes in entity management or 
governing body composition.
•  The entity lacks a formal budgeting or planning process.
•  The budget is not prepared by the appropriate level of management or 
is prepared without the input of employees who have a thorough 
understanding of the budgetary aspects of the entity’s activities.
•  Budgets are modified after year end to reflect actual results.
•  There is uncontrolled access to cash or cash equivalents, such as 
parking meter receipts and benefit vouchers.(*)
•  The entity does not require personnel to provide appropriate documen­
tation for regular time, overtime, or vacation and sick leave time 
taken.(*)
•  The entity awards financially significant contracts without competi­
tive bids, or without due consideration of vendor qualifications.(*)
•  The entity gives departmental or agency directors authority to expend 
certain monies outside of the budgetary process.(*)
•  Assets that do not qualify for capitalization for financial reporting 
purposes are not being marked with identification tags, listed on asset 
inventory records, or subject to periodic physical inspections or other 
physical safeguards.(*)
Attitude/Rationalization
•  There is an excessive interest by management in meeting or exceeding 
budgetary targets, maintaining a predetermined level of fund balance 
or fund equity, meeting debt covenant requirements, or maintaining 
or improving bond ratings.
•  The governing board or management does not support public account­
ability or programmatic efficiencies.
•  The governing board or management displays a significant disregard 
for regulatory, legal, or oversight requirements or for federal, state or 
other regulatory authorities.
•  Management has not engaged reputable professional third parties 
appropriate to the entity’s needs, such as attorneys, investment bank­
ers, actuaries, appraisers, financial advisors, and bond counsel.
•  Management displays an attitude of (or there is analytical evidence 
of) the view that funds must be spent on a “use or lose” basis in order 
to sustain future funding levels.
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•  Management fails to effectively follow up on questions about financial 
position, financial performance, or budget variances.
Obtaining the Information Needed to Identify the Risks of 
Material Misstatement Due to Fraud
A-7. SAS No. 22, Planning and Supervision (AU sec. 311.06-.08), provides 
guidance about how the auditor obtains knowledge about the entity’s business 
and the industry in which it operates. In performing that work, information 
may come to the auditor’s attention that should be considered in identifying 
risks of material misstatement due to fraud. As part of this work, the auditor 
should perform the following procedures to obtain information that is used to 
identify the risks of material misstatement due to fraud (as described in 
paragraphs 35 through 42 of SAS No. 99):
a. Make inquiries of management and others within the entity2 to 
obtain their views about the risks of fraud and how they are ad­
dressed. (See paragraphs 20 through 27 of SAS No. 99.)
b. Consider any unusual or unexpected relationships that have been 
identified in performing analytical procedures in planning the audit. 
(See paragraphs 28 through 30 of SAS No. 99.)
c. Consider whether one or more fraud risk factors exist. (See para­
graphs 31 through 33 of SAS No. 99, the Appendix to SAS No. 99, 
and paragraph A-6.)
d. Consider other information that may be helpful in the identification 
of risks of material misstatement due to fraud. (See paragraph 34 of 
SAS No. 99.)
A-8. In planning the audit, the auditor also should perform analytical 
procedures relating to revenue with the objective of identifying unusual or 
unexpected relationships involving revenue accounts that may indicate a 
material misstatement due to fraudulent financial reporting.3,4 For example, 
in state and local government, the following unusual or unexpected relationships 
relating to revenue may indicate a material misstatement due to fraud.
2 Others within the entity include the audit committee or others with equivalent authority and 
responsibility. If a government does not have an audit committee, others with equivalent authority 
and responsibility may include the governing board, such as a City Council or a School Board. In SAS 
No. 99, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol.
1, AU sec. 316), and the remainder of this Appendix, the term audit committee encompasses others 
with authority and responsibility equivalent to an audit committee.
3 In government, the reference to revenues would encompass all resource inflows, even if 
reported as other financing sources, additions, extraordinary items, and so forth.
4 Some auditors believe that, in government, there is a greater risk of material misstatement 
due to fraudulent financial reporting arising from misstated expenses/expenditures than from mis­
stated revenues. That is, they believe that the nature of governmental transactions and governmen­
tal financial reporting leads to a higher likelihood that expenses/expenditures (rather than revenues) 
will be misstated. For example, a government’s management might intentionally misstate expenses/ 
expenditures for compensated absences or claims and judgments. Auditors should use the guidance 
of SAS No. 99 to address the risks of material misstatement of expenses/expenditures. However, even 
if the auditor perceives greater risks relating to misstated expenses/expenditures than to misstated 
revenues, SAS No. 99 (AU sec. 316.41) continues to require the auditor ordinarily to presume a risk 
of material misstatement due to fraud relating to revenue recognition. (See paragraph A-12.). If the 
auditor does not identify improper revenue recognition as a risk of material misstatement due to 
fraud in a particular circumstance, SAS No. 99 (AU sec. 316.83) requires the auditor to include the 
reasons supporting that conclusion in the audit documentation.
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•  Actual revenues at significant variance from originally budgeted reve­
nues
•  Actual revenues at significant variance from prior-period actual reve­
nues, without similar changes in the revenue base or rates
•  A significant increase in actual revenues over those of the prior period 
that is just enough to keep the government from reporting annual or 
accumulated fund balance or fund equity deficits, or from violating 
debt covenants
•  Large “miscellaneous” or “one-shot” revenues
•  Deferred revenues at significant variance from prior-period deferred 
revenues
•  Revenue from sales of assets without a similar reduction in the asset 
accounts
•  Investment income that is contrary to market conditions
•  Expenditure-driven grant revenue without offsetting grant expendi­
tures
Considering Fraud Risk Factors
A-9. As indicated in item c in paragraph A-7, the auditor may identify events 
or conditions that indicate incentives/pressures to perpetrate fraud, opportu­
nities to carry out the fraud, or attitudes/rationalizations to justify a fraudulent 
action. Such events or conditions are referred to as “fraud risk factors.” Fraud 
risk factors do not necessarily indicate the existence of fraud; however, they 
often are present in circumstances where fraud exists.
A-10. SAS No. 99 provides fraud risk factor examples that have been written 
to apply to most enterprises. Paragraph A-6 lists examples of state and local 
government-specific fraud risk factors and other conditions that may indicate 
the presence of a material misstatement due to fraud. Remember that fraud 
risk factors are only one of several sources of information an auditor considers 
when identifying and assessing risk of material misstatement due to fraud.
Identifying Risks That May Result in a Material Misstatement 
Due to Fraud
A-11. In identifying risks of material misstatement due to fraud, it is helpful 
for the auditor to consider the information that has been gathered in accordance 
with the requirements of paragraphs 19 through 34 of SAS No. 99. The auditor’s 
identification of fraud risks may be influenced by characteristics such as the 
size, complexity, and ownership attributes of the entity. In addition, the auditor 
should evaluate whether identified risks of material misstatement due to fraud 
can be related to specific financial-statement account balances or classes of 
transactions and related assertions, or whether they relate more pervasively 
to the financial statements as a whole. Certain accounts, classes of transac­
tions, and assertions that have high inherent risk because they involve a high 
degree of management judgment and subjectivity also may present risks of 
material misstatement due to fraud because they are susceptible to manipula­
tion by management. In state and local government, such accounts, classes of 
transactions, and assertions may include, but not necessarily be limited to, the 
following:
•  The valuation of investments for which there is no market-established 
fair value
•  The valuation of receivable allowances
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•  The valuation of excessive or obsolete supplies inventory
•  Long-outstanding interfund receivables/payables, which may not rep­
resent valid rights and obligations
•  The valuation of the recourse liability for receivables sold with re­
course
•  The valuation of liabilities for compensated absences, claims and 
judgments (including risk financing liabilities), special termination 
benefits, and landfill closure and postclosure care costs
•  The amount at which a pension benefit obligation is disclosed
•  The existence of restrictions on fund balances
• The classification of interfund activity and balances
•  Depreciation on fixed assets, where applicable, especially those with 
long useful lives
•  The classification of fixed assets as land versus land improvements 
versus infrastructure assets, thus affecting, where applicable, classi­
fication and allocation of costs
Improper Revenue Recognition
A-12. Material misstatements due to fraudulent financial reporting often 
result from an overstatement of revenues (for example, through premature 
revenue recognition or recording fictitious revenues) or an understatement of 
revenues (for example, through improperly shifting revenues to a later pe­
riod).5 Therefore, the auditor should ordinarily presume that there is a risk of 
material misstatement due to fraud relating to revenue recognition (See para­
graph 41 of SAS No. 99.) For example, a state or local government’s manage­
ment might intentionally:
•  Recognize significant revenues on a cash, rather than on a modified 
accrual or accrual basis
•  Overstate or understate the allowance for uncollectible receivables
•  Delay recognition of revenue for protested taxes until the protest has 
run its course
•  Net revenues against expenses/expenditures when no right of offset 
exists
•  Fail to net revenue against expenses/expenditures, for example, for 
insurance recoveries received in the same year as an impairment loss
•  Recognize revenue from derived taxes based on cash receipt rather 
than the underlying economic event
•  Recognize revenue, for example, for a legal judgment, before the 
amount is realizable
Risk of Management Override
A-13. Even if specific risks of material misstatement due to fraud are not 
identified by the auditor, there is a possibility that management override of 
controls could occur, and accordingly, the auditor should address that risk (see 
paragraph 57 of SAS No. 99) apart from any conclusions regarding the existence 
of more specifically identifiable risks. Specifically, the procedures described in 
paragraphs 58 through 67 of SAS No. 99 should be performed to further address
5 See footnote 4.
AAG-SLG 3.49
40 State and Local Governmental Units (Non-GASB 34)
the risk of management override of controls. These procedures include 1) 
examining journal entries and other adjustments for evidence of possible 
material misstatement due to fraud, 2) reviewing accounting estimates for 
biases that could result in material misstatement due to fraud, and 3) evaluat­
ing the business rationale for significant unusual transactions.
Key Estimates
A-14. In state and local government, key estimates involve investments with 
no market-established fair value or with permanent impairments, uncollectible 
taxes receivable, the useful lives of fixed assets that are depreciated, obligations 
for compensated absences, claims and judgments, special termination benefits, 
landfill closure and postclosure care costs, and pension benefits.
Assessing the Identified Risks After Taking Into Account an 
Evaluation of the Entity's Programs and Controls That Address 
the Risks
A-15. Auditors should comply with the requirements of paragraphs 43 
through 45 of SAS No. 99 concerning an entity’s programs and controls that 
address identified risks of material misstatement due to fraud. Examples of 
programs and controls that auditors might find in state and local government 
include:
•  Public disclosure of the entity’s code of conduct
•  A competitive bidding process that rewards potential vendors that 
have fraud programs
•  A toll-free “tip line” for the public and employees to report suspected 
fraud
•  A process for checking whether job applicants have arrest records and 
for making periodic checks to see whether current personnel have 
arrest records
•  Requirements that, periodically, employees and governing body offi­
cials disclose conflicts of interest and other exceptions to the code of 
conduct
•  Periodic and random reviews by a certified fraud examiner
•  Termination of employees found to have committed fraud
A-16. The auditor should consider whether such programs and controls 
mitigate the identified risks of material misstatement due to fraud or whether 
specific control deficiencies exacerbate the risks. After the auditor has evalu­
ated whether the entity’s programs and controls have been suitably designed 
and placed in operation, the auditor should assess these risks taking into 
account that evaluation. This assessment should be considered when develop­
ing the auditor’s response to the identified risks of material misstatement due 
to fraud.
Responding to the Results of the Assessment
A-17. Paragraphs 46 through 67 of SAS No. 99 provide requirements and 
guidance about an auditor’s response to the results of the assessment of the 
risks of material misstatement due to fraud. The auditor responds to risks of 
material misstatement due to fraud in the following three ways:
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a. A response that has an overall effect on how the audit is conducted- 
that is, a response involving more general considerations apart from 
the specific procedures otherwise planned (see paragraph 50 of SAS 
No. 99).
b. A response to identified risks involving the nature, timing, and 
extent of the auditing procedures to be performed (see paragraphs 
51 through 56 of SAS No. 99). For example, in state and local 
government, the auditor might:
•  Confirm transaction details with other governments (for exam­
ple, for grants and tax collections) pertaining to year-end cut-offs
•  Perform additional inquiries and other procedures on the collec­
tibility of interfund receivables, particularly large, continuing 
balances
•  Select larger sample sizes when examining write-offs of uncol­
lectible taxes and other receivables
•  Perform detailed analysis of investment income by type of in­
vestment and time period
•  Use firm or independent specialists to recalculate certain esti­
mates, such as liabilities for landfill closure and postclosure care 
costs
•  Confirm compensated absences balances with employees
•  Observe fixed assets that do not qualify for capitalization for 
financial reporting purposes
•  Scan accounting entries for unusual items
•  Count cash collections on a surprise basis during the year.
c. A response involving the performance of certain procedures to fur­
ther address the risk of material misstatement due to fraud involving 
management override of controls, given the unpredictable ways in 
which such override could occur (see paragraphs 57 through 67 of 
SAS No. 99 and paragraph A-13).
Evaluating Audit Evidence
A-18. Paragraphs 68 through 78 of SAS No. 99 provide requirements and 
guidance for evaluating audit evidence. The auditor should evaluate whether 
analytical procedures that were performed as substantive tests or in the overall 
review stage of the audit indicate a previously unrecognized risk of material 
misstatement due to fraud. The auditor also should consider whether responses 
to inquiries throughout the audit about analytical relationships have been 
vague or implausible, or have produced evidence that is inconsistent with other 
evidential matter accumulated during the audit.
A-19. At or near the completion of fieldwork, the auditor should evaluate 
whether the accumulated results of auditing procedures and other observations 
affect the assessment of the risks of material misstatement due to fraud made 
earlier in the audit. As part of this evaluation, the auditor with final responsi­
bility for the audit should ascertain that there has been appropriate communi­
cation with the other audit team members throughout the audit regarding 
information or conditions indicative of risks of material misstatement due to 
fraud.
Responding to Misstatements That May Be the Result of Fraud
A-20. When audit test results identify misstatements in the financial state­
ments, the auditor should consider whether such misstatements may be indica­
tive of fraud. See paragraphs 75 through 78 of SAS No. 99 for requirements and
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guidance about an auditor’s response to misstatements that may be the result 
of fraud. If  the auditor believes that misstatements are or may be the result of 
fraud, but the effect of the misstatements is not material to the financial 
statements, the auditor nevertheless should evaluate the implications, espe­
cially those dealing with the organizational position of the person(s) involved.
A-21. If the auditor believes that the misstatement is or may be the result 
of fraud, and either has determined that the effect could be material to the 
financial statements or has been unable to evaluate whether the effect is 
material, the auditor should:
a. Attempt to obtain additional evidential matter to determine whether 
material fraud has occurred or is likely to have occurred, and, if so, 
its effect on the financial statements and the auditor’s report 
thereon.6
b. Consider the implications for other aspects of the audit (see para­
graph 76 of SAS No. 99).
c. Discuss the matter and the approach for further investigation with 
an appropriate level of management that is at least one level above 
those involved, and with senior management and the audit commit­
tee.7
d. I f  appropriate, suggest that the client consult with legal counsel.
A-22. The auditor’s consideration of the risks of material misstatement and 
the results of audit tests may indicate such a significant risk of material 
misstatement due to fraud that the auditor should consider withdrawing from 
the engagement and communicating the reasons for withdrawal to the audit 
committee or others with equivalent authority and responsibility. The auditor 
may wish to consult with legal counsel when considering withdrawal from an 
engagement.
Communicating About Possible Fraud to Management, the Audit 
Committee, and Others
A-23. Whenever the auditor has determined that there is evidence that fraud 
may exist, that matter should be brought to the attention of an appropriate 
level of management. See paragraphs 79 through 82 of SAS No. 99 for further 
requirements and guidance about communications with management, the 
audit committee, and others.
Documenting the Auditor's Consideration of Fraud
A-24. Paragraph 83 of SAS No. 99 requires certain items and events to be 
documented by the auditor. Auditors should comply with those requirements.
Available Practical Guidance
A-25. The AICPA Practice Aid, Fraud Detection in a GAAS Audit—SAS No. 
99 Implementation Guide, provides a wealth of information and help on com­
plying with the provisions of SAS No. 99. Moreover, that Practice Aid provides
6 See SAS No. 58 for guidance on auditors’ reports issued in connection with audits of financial 
statements.
7 If the auditor believes senior management may be involved, discussion of the matter directly 
with the audit committee may be appropriate.
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an understanding of the differences between the requirements of SAS No. 99 
and SAS No. 82, which was superseded by SAS No. 99. That Practice Aid is an 
Other Auditing Publication as defined in SAS No. 95, Generally Accepted 
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150). 
Other Auditing Publications have no authoritative status; however, they may 
help the auditor understand and apply SASs.
Planning the Audit 43
AAG-SLG 3.49
Internal Control Over Financial Reporting 45
Chapter 4 
Internal Control Over Financial Reporting
Introduction
4.01 This chapter addresses the auditor’s responsibility for consideration 
of internal control over financial reporting in audits of financial statements of 
governmental entities. The AICPA Audit Guide Audits of States, Local Govern­
ments, and Not-for-Profit Organizations Receiving Federal Awards, discusses 
the auditor’s consideration of internal control over compliance for major pro­
grams in a single audit.
Responsibilities Under Generally Accepted 
Auditing Standards
4.02 SAS No. 55, Consideration of Internal Control in a Financial State­
ment Audit, as amended by SAS No. 78, Consideration o f Internal Control in a 
Financial Statement Audit: An Amendment to SAS No. 55 and SAS No. 94, The 
Effect o f Information Technology on the Auditor’s Consideration o f Internal 
Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 
1, AU sec. 319), provides guidance on the independent auditor’s consideration 
of an entity’s internal control in an audit of financial statements in accordance 
with GAAS, defines internal control, describes the objectives and components 
of internal control, and explains how an auditor should consider internal 
control in planning and performing an audit. When obtaining an under­
standing of internal control over financial reporting and assessing control risk 
for the assertions embodied in the financial statements, the auditor should 
refer to SAS No. 55, as amended, and to the guidance in this chapter.
Definition of Internal Control
4.03 The definition of internal control in SAS No. 55, as amended, is 
consistent with the definition and description of internal control contained in 
Internal Control—Integrated Framework, published by the Committee of Spon­
soring Organizations (COSO) of the Treadway Commission. The definition is 
as follows:
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis— for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Internal control means a process, effected by an entity’s board of directors, 
management and other personnel, designed to provide reasonable assurance 
regarding the achievement of objectives in the following categories:
• Effectiveness and efficiency of operations;
• Reliability of financial reporting; and
• Compliance with applicable laws and regulations.
Control Objectives
4.04 The three categories of control objectives described previously are 
what an entity strives to achieve. These distinct but somewhat overlapping 
categories have differing purposes and allow a directed focus to meet the needs 
of the entity and others regarding each separate purpose. In general, controls 
that are relevant to an audit of financial statements pertain to the entity’s 
objective of the reliability of financial reporting and involve the preparation of 
financial statements for external purposes that are fairly presented in con­
formity with GAAP or a comprehensive basis of accounting other than GAAP.1 
However, controls pertaining to the operations and compliance objectives may 
also be relevant to a financial statement audit to the extent that they pertain 
to data the auditor evaluates or uses in applying auditing procedures to the 
financial statements. Controls relevant to an audit of the financial statements 
are referred to collectively in this guide as “internal control over financial 
reporting” and are encompassed in the reporting on internal control over 
financial reporting required by Government Auditing Standards (see para­
graphs 4.31 through 4.34 and 18.57 through 18.62).
Components of Internal Control
4.05 The five components of internal control are the control environment, 
risk assessment, control activities, information and communication, and moni­
toring (see paragraphs 4.06 through 4.18 for a detailed description of each 
component). SAS No. 55, as amended, requires the auditor to obtain an 
understanding of each of those components that is sufficient to plan the audit 
by performing procedures to understand (a) the design of controls relevant to 
an audit of financial statements and (b) whether they have been placed in 
operation. In audits of financial statements, this understanding incorporates 
knowledge about the design of controls relevant to compliance with laws and 
regulations that have a direct and material effect on the determination of 
financial statement amounts, as well as knowledge about whether they have 
been placed in operation. After obtaining this understanding, the auditor 
assesses control risk for the assertions embodied in the account balance, 
transaction class, and disclosure components of the financial statements. The 
auditor’s assessment of control risk for assertions affected by compliance with 
such laws and regulations may be influenced by policies and procedures in all 
five components of internal control (see also paragraphs 4.25 and 4.26). For 
example, the following control environment factors may influence the auditor’s 
assessment of control risk:
a. Management’s awareness or lack of awareness of applicable laws and 
regulations
1 A comprehensive basis of accounting other than GAAP is defined in paragraph 4 of SAS No. 
62, Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 623.04).
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b. Entity policy regarding such matters as acceptable operating prac­
tices and codes of conduct
c. Assignment of responsibility and delegation of authority to address 
matters such as organizational goals and objectives, operating func­
tions, and regulatory requirements
4.06 Control Environment. The control environment sets the tone of a 
governmental entity, influencing the control consciousness of its people. It is 
the foundation for all other components of internal control, providing discipline 
and structure. The auditor should obtain sufficient knowledge of the control 
environment to understand management’s and the governing body's attitude, 
awareness, and actions concerning the control environment, considering both 
the substance of controls and their collective effect. The auditor should concen­
trate on the substance of controls rather than their form because controls may 
be established but not acted upon. For example, a budgetary reporting system 
may provide adequate reports, but the reports may not be analyzed and acted 
on. Similarly, management may establish a formal code of conduct but act in a 
manner that condones violations of that code. When obtaining an under­
standing of the control environment, the auditor considers the collective effect 
on the control environment of strengths and weaknesses in various control 
environment factors. Management’s strengths and weaknesses may have a 
pervasive effect on internal control (see paragraphs 4.35 through 4.42 for 
particular industry characteristics affecting the control environment).
4.07 Risk Assessment. A governmental entity’s risk assessment for fi­
nancial reporting purposes is its identification, analysis, and management of 
risks relevant to the preparation of financial statements that are fairly pre­
sented in conformity with GAAP. For example, risk assessment may address 
how the entity considers the possibility of unrecorded transactions or identifies 
and analyzes significant estimates recorded in the financial statements. 
Risks relevant to reliable financial reporting also relate to specific events or 
transactions.
4.08 Risks relevant to financial reporting include external and internal 
events and circumstances that may occur and adversely affect an entity’s 
ability to record, process, summarize, and report financial data consistent with 
the assertions of management in the financial statements. Risks can arise or 
change due to circumstances such as the following:
•  Changes in operating environment
•  New personnel
•  New or revamped information systems
•  Rapid growth
•  New technology
•  New lines, products, or activities
•  Restructurings
•  Accounting pronouncements
4.09 The auditor should obtain sufficient knowledge of the entity’s risk 
assessment process to understand how management considers risks relevant 
to financial reporting objectives and decides about actions to address those 
risks. This knowledge might include understanding how management identi­
fies risks, estimates the significance of the risks, assesses the likelihood of their 
occurrence, and relates them to financial reporting.
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4.10 An entity’s risk assessment differs from the auditor’s consideration 
of audit risk in a financial statement audit. The purpose of an entity’s risk 
assessment is to identify, analyze, and manage risks that affect entity objec­
tives. In a financial statement audit, the auditor assesses inherent and control 
risks to evaluate the likelihood that material misstatements could occur in the 
financial statements.
4.11 Control Activities. Control activities are the policies and procedures 
that help ensure that management directives are carried out. They help ensure 
that necessary actions are taken to address risks to achievement of the govern­
mental entity’s objectives. Control activities have various objectives and are 
applied at various organizational and functional levels. Generally, control 
activities that may be relevant to an audit may be categorized as policies and 
procedures that pertain to the following:
•  Performance reviews
•  Information processing
•  Physical controls
•  Segregation of duties
4.12 The auditor should obtain an understanding of those control activi­
ties relevant to planning the audit. As the auditor obtains an understanding of 
the other components he or she is also likely to obtain knowledge about some 
control activities. For example, in obtaining an understanding of the docu­
ments, records, and processing steps in the financial reporting information 
system that pertain to cash, the auditor is likely to become aware of whether 
bank accounts are reconciled. The auditor should consider the knowledge about 
the presence or absence of control activities obtained from the understanding 
of the other components in determining whether it is necessary to devote 
additional attention to obtaining an understanding of control activities to plan 
the audit. Ordinarily, audit planning does not require an understanding of the 
control activities related to each account balance, transaction class, and disclo­
sure component in the financial statements or to every assertion relevant to them.
4.13 Information and Communication. The information system relevant 
to financial reporting objectives, which includes the accounting system, con­
sists of the methods and records established to record, process, summarize, and 
report governmental entity transactions (as well as events and conditions) and 
to maintain accountability for the related assets, liabilities, and equity. The 
quality of system-generated information affects management’s ability to make 
appropriate decisions in controlling the entity’s activities and to prepare 
reliable financial reports.
4.14 Communication involves providing an understanding of individual 
roles and responsibilities pertaining to internal control over financial reporting.
4.15 The auditor should obtain sufficient knowledge of the information 
system relevant to financial reporting to understand—
• The classes of transactions in the governmental entity’s operations 
that are significant to the financial statements.
•  How those transactions are initiated.
•  The accounting records, supporting information, and specific accounts 
in the financial statements involved in the processing and reporting 
of transactions.
•  The accounting processing involved from the initiation of a transaction 
to its inclusion in the financial statements, including electronic means 
(such as computers and electronic data interchange) used to transmit, 
process, maintain, and access information.
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•  The financial reporting process used to prepare the entity’s finan­
cial statements, including significant accounting estimates and 
disclosures.
In addition, the auditor should obtain sufficient knowledge of the means the 
entity uses to communicate financial reporting roles and responsibilities and 
significant matters relating to financial reporting.
4.16 Monitoring. An important management responsibility is to estab­
lish and maintain internal control. Management monitors controls to consider 
whether they are operating as intended and that they are modified as appro­
priate for changes in conditions.
4.17 Monitoring is a process that assesses the quality of internal control 
performance over time. It involves assessing the design and operation of 
controls on a timely basis and taking necessary corrective actions. This process 
is accomplished through ongoing activities, separate evaluations or by various 
combinations of the two. In many governmental entities, internal auditors or 
personnel performing similar functions contribute to the monitoring of an 
entity’s activities. Monitoring activities may include using information from 
communications from external parties such as customer complaints and regu­
lator comments that may indicate problems or highlight areas in need of 
improvement.
4.18 The auditor should obtain sufficient knowledge of the major types of 
activities the entity uses to monitor internal control over financial reporting, 
including how those activities are used to initiate corrective actions. When 
obtaining an understanding of the internal audit function, the auditor should 
follow the guidance in paragraphs 4 through 8 of SAS No. 65, The Auditor’s 
Consideration of the Internal Audit Function in an Audit o f Financial State­
ments (AICPA, Professional Standards, vol. 1, AU sec. 322.04-.08). See also 
paragraphs 4.46 through 4.48.
Relationship Between Objectives and Components
4.19 There is a direct relationship between the three categories of control 
objectives (what an entity strives to achieve) and the control components (what 
is needed to achieve the objectives). Although an entity’s internal control 
addresses objectives in each of the categories referred to in the definition of 
internal control in paragraph 4.03, not all of these objectives and related 
controls are relevant to an audit of the entity’s financial statements.
Safeguarding of Assets
4.20 Internal control over safeguarding of assets against unauthorized 
acquisition, use, or disposition may include controls relating to financial re­
porting and operations objectives. In obtaining an understanding of each of the 
components of internal control to plan the audit, the auditor’s consideration of 
safeguarding controls is generally limited to those relevant to the reliability of 
financial reporting. For example, use of a lockbox system for collecting cash or 
passwords for limiting access to accounts receivable data files may be relevant 
to a financial statement audit. Conversely, controls to prevent the excess use 
of materials in production generally are not relevant to a financial statement 
audit. See also paragraph 4.29 for a discussion of the additional Government 
Auditing Standards guidance on safeguarding controls.
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Understanding Internal Control
4.21 In making a judgment about the understanding of internal control 
necessary to plan the audit, the auditor considers the knowledge obtained from 
other sources about the types of misstatement that could occur, the risk that 
such misstatements may occur, and the factors that influence the design of 
substantive tests to detect the occurrence of misstatements. Other sources of 
such knowledge include previous audits and the understanding of the govern­
ment environment. The auditor also considers assessments of inherent risk, 
judgments about materiality, and the complexity and sophistication of the 
government’s operations and systems, including whether the method of con­
trolling information processing is based on manual procedures independent of 
the computer or is highly dependent on computerized controls. As the opera­
tions and systems of an entity become more complex and sophisticated, it may 
be necessary to devote more attention to internal control components to obtain 
the understanding of them that is necessary to design effective substantive tests.
Procedures to Obtain Understanding
4.22 In obtaining an understanding of controls that are relevant to audit 
planning, the auditor should perform procedures to provide sufficient knowl­
edge of the design of the relevant controls pertaining to each of the five internal 
control components and whether they have been placed in operation. This 
knowledge is ordinarily obtained through previous experience with the govern­
mental entity and procedures such as inquiries of appropriate management, 
supervisory, and staff personnel; inspection of entity documents and records; 
and observation of entity activities and operations. The nature and extent of 
the procedures performed generally vary from entity to entity and are influ­
enced by the size and complexity of the entity, the auditor’s previous experience 
with the entity, the nature of the particular control, and. the nature of the 
entity’s documentation of specific controls.
4.23 The auditor’s assessments of inherent risk and judgments about 
materiality for various account balances and transaction classes also affect the 
nature and extent of the procedures performed to obtain the understanding. 
For example, the auditor may conclude that planning the audit of the prepaid 
insurance account does not require specific procedures to be included in obtain­
ing the understanding of internal control.
Documentation of Understanding
4.24 The auditor should document the understanding of the governmen­
tal entity’s internal control components obtained to plan the audit. The form 
and extent of this documentation are influenced by the size and complexity of 
the entity, as well as the nature of the entity’s internal control. For example, 
documentation of the understanding of the internal control of a large complex 
government may include flowcharts, questionnaires, or decision tables. For a 
small government, however, documentation in the form of a memorandum may 
be sufficient. Generally, the more complex the internal control and the more 
extensive the procedures performed, the more extensive the auditor’s docu­
mentation should be.
Assessing Control Risk
4.25 After acquiring an understanding of internal control over finan­
cial reporting, the independent auditor assesses control risk for the assertions
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embodied in the account balance, transaction class, and disclosure compo­
nents of the financial statements (see also paragraph 4.05). Control risk is 
defined by SAS No. 55, as amended, as the risk that a material misstate­
ment that could occur in an assertion will not be prevented or detected on 
a timely basis by the entity’s internal control. Control risk may be assessed 
at the maximum level for some or all assertions because controls are 
unlikely to pertain to an assertion, are unlikely to be effective, or because 
evaluating their effectiveness would be inefficient. Alternatively, for pur­
poses of audit efficiency, the auditor may plan to assess control risk at 
below the maximum level by performing tests of controls to evaluate the 
effectiveness of controls relevant to specific financial statement assertions. 
Such evidential matter may be obtained from tests of controls planned and 
performed concurrently with obtaining the understanding or from proce­
dures performed to obtain the understanding that were not specifically 
planned as tests of controls. After obtaining the understanding and assess­
ing control risk, the auditor may desire to seek a further reduction in the 
assessed level of control risk for certain assertions. In such cases, the 
auditor considers whether evidential matter sufficient to support a further 
reduction is likely to be available and whether performing additional tests 
of controls to obtain such evidential matter would be efficient. Auditors 
should refer to paragraphs 62 through 104 of SAS No. 55, as amended 
(AICPA, Professional Standards, vol. 1, AU sec. 319.62 through .104), for 
further guidance on the consideration of internal control in assessing con­
trol risk, the relationship of the understanding to assessing control risk, 
and the evidential matter needed to support the assessed level of control 
risk.
4.26 In acquiring an understanding of internal control, the auditor must 
consider the computer controls as well as the controls over the manual portions 
of the system. (See the discussion at paragraph 3.34 concerning audit docu­
mentation requirements for certain assertions that are significantly dependent 
upon computerized information systems in an audit conducted in accordance 
with Government Auditing Standards.) When an entity obtains services from 
another organization that are part of the entity’s information system, SAS 
No. 70, Service Organizations, as amended (AICPA, Professional Stand­
ards, vol. 1, AU sec. 324), provides guidance to the auditor in considering 
the effect of the service organization’s controls on the user organization’s 
controls.2
Communication Requirements
4.27 SAS No. 60, Communication of Internal Control Related Matters 
Noted in an Audit, as amended (AICPA, Professional Standards, vol. 1, AU sec. 
325), provides guidance in identifying and reporting conditions that relate to 
an entity’s internal control observed during an audit of financial statements. 
In addition to providing guidance on communicating reportable conditions and 
identifying material weaknesses in the internal control over financial report­
ing, SAS No. 60, as amended, states that because timely communication may 
be important, the auditor may choose to communicate significant matters 
related to internal control over financial reporting during the course of the 
audit rather than after the audit is concluded. The auditor should consult the 
guidance in SAS No. 60, as amended, for guidance on identifying and reporting
2 The AICPA Audit Guide Service Organizations: Applying SAS No. 70, as Amended, provides 
practical guidance to user auditors engaged to audit the financial statements of entities that use 
service organizations.
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conditions that relate to an entity’s internal control over financial reporting 
observed during an audit of financial statements. The auditor should also 
consult the guidance in SAS No. 61, Communication With Audit Committees, 
as amended (AICPA, Professional Standards, vol. 1, AU sec. 380), for required 
communications to persons who have responsibility for the oversight of the 
financial reporting process (see also paragraph 3.04).
Responsibilities Under Government Auditing Standards
4.28 In an audit in accordance with Government Auditing Standards, the 
auditor has considerations beyond those in a GAAS audit related to internal 
control over financial reporting. Paragraphs 4.29 through 4.34 describe the 
additional Government Auditing Standards considerations.
Fieldwork
4.29 Other than the additional documentation requirement discussed in 
paragraph 3.34, Government Auditing Standards does not prescribe any addi­
tional fieldwork standards with respect to the auditor’s consideration of inter­
nal control over financial reporting beyond those required in an audit 
conducted in accordance with GAAS. However, paragraphs 4.21 through 4.30 
of Government Auditing Standards provide guidance on certain aspects of 
internal control over financial reporting that are important to the judgments 
auditors make about audit risk and about the evidence needed to support 
their opinion on the financial statements. These aspects are summarized as 
follows:
•  Safeguarding of assets. These are the controls that prevent or timely 
detect unauthorized transactions and unauthorized access to assets 
resulting in possible losses that are material to the financial state­
ments. Therefore, the understanding of safeguarding controls assists 
auditors in planning the audit to detect material misappropriations 
as well as to assess other risks that the financial statements could be 
materially misstated.
•  Controls over compliance with laws and regulations. These are impor­
tant to auditors in identifying the types of potential misstatements 
that could occur and the factors that could affect the risk of material 
misstatement. Such information can help provide reasonable assur­
ance that the financial statements are free of material misstatements 
resulting from violations of laws and regulations that have a direct 
and material effect on the determination of financial statement 
amounts.
4.30 The auditor should consider this guidance as it relates to the consid­
eration of the entity’s internal control over financial reporting in the audit of 
the financial statements.
Reporting
4.31 Government Auditing Standards, however, does require the auditor 
to report on internal control over financial reporting. Written reporting on 
internal control matters under Government Auditing Standards is based on 
the auditor’s consideration of internal control over financial reporting as 
required by SAS No. 55, as amended. The report does not express an opinion
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on the entity’s internal control over financial reporting, but rather describes 
the extent of the work performed, as required by SAS No. 55, as amended. The 
report should encompass the requirements of SAS No. 60, as amended, as well 
as the additional requirements of Government Auditing Standards. See para­
graphs 4.32 through 4.34 and 18.57 through 18.62 (which includes the basic 
elements of the required reporting) for further guidance on reporting under 
Government Auditing Standards. (See also paragraph 3.04 for a discussion of 
the Government Auditing Standards requirement for auditor communication 
with the auditee or to the individuals contracting for or requesting the audit 
services during the planning stages of an audit.)
4.32 With regard to matters noted in an audit that relate to internal 
control over financial reporting, paragraph 5.26 of Government Auditing 
Standards requires auditors to report deficiencies in internal control that they 
consider to be reportable conditions as defined by SAS No. 60, as amended. 
Paragraph 17 of SAS No. 60, as amended, prohibits the auditor from issuing a 
written report representing that no reportable conditions were noted during an 
audit. The illustrative report in example A.16 of appendix A provides recom­
mended language that satisfies the requirements of Government Auditing 
Standards when no reportable conditions are noted during an audit. In report­
ing reportable conditions, auditors are required to identify those that are 
individually or cumulatively material weaknesses. Auditors should follow the 
report contents standards in chapter 7 of Government Auditing Standards 
when reporting reportable conditions or material weaknesses. The illustrative 
report in example A.16(A) of appendix A provides recommended language that 
satisfies the requirements of Government Auditing Standards when reportable 
conditions (whether or not they are considered to be material weaknesses) are 
noted during an audit.
4.33 Paragraph 5.28 of Government Auditing Standards states that when 
auditors detect deficiencies in internal control that are not reportable condi­
tions, they should communicate those deficiencies to the entity, preferably in 
writing. If the auditors have communicated those deficiencies in internal 
control in a management letter to top management, they should refer to that 
management letter when they report on internal control over financial report­
ing (examples A.16 and A.16(A) of appendix A illustrate such a reference to the 
management letter). Paragraph 5.28 of Government Auditing Standards also 
requires the auditor to document all communications to the entity about 
deficiencies in internal control.
4.34 The following table summarizes the differences between SAS No. 60, 
as amended, and Government Auditing Standards with respect to reporting 
internal control matters.
Governm ent Aud iting  Standards
SAS No. 60, as 
Am ended
When is reporting required? In every financial When reportable
statement audit conditions are noted
What is the form of the Written Oral or written,
report? preferably in writing
Should the auditor Yes Permitted but not
separately identify those 
reportable conditions that 
are significant enough to be 
material weaknesses?
required
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Control Environment
4.35 Government operations include a number of characteristics and 
internal control features that differ from those in the private sector and that 
may significantly affect the control environment, such as the following:
•  Budget and appropriation systems
•  Encumbrance systems
•  Personnel control systems
•  Procurement and contracting systems
•  Grants monitoring/management
•  Management
Budget and Appropriation Systems
4.36 Many government budgetary control systems have two primary 
objectives: (a ) to determine that the proposed expenditures are allowed by the 
budget, and (b) to make sure that the proposed expenditures do not exceed 
budgeted and appropriated amounts. The budget and appropriation process 
often provides substantial direction and control over expenditures. Public 
budget hearings permit the press and public interest groups to influence 
anticipated levels of expenditures. Once adopted and appropriated, the budget 
becomes the expenditure authorization for operations. (See chapter 6, “The 
Budget,” for additional internal control considerations related to the budget 
process.)
Encumbrance Systems
4.37 Encumbrances frequently are recorded in the accounting system. 
Recording encumbrances at the time of a legal obligation (generally when a 
contract is executed or a purchase order is placed with a vendor) rather than 
when the goods or services are received (when the actual payment liability is 
incurred) provides an additional level of control. Some governments extend 
this control to recording commitments (preencumbrances) when there is an 
intent to enter into a legal obligation. Depending on the applicable laws and 
regulations, encumbrances may expire at fiscal year end. Commitments almost 
always expire at the end of each year.
Personnel Control Systems
4.38 Within most units of government, the procedures required to add or 
delete personnel from the organization’s payroll usually are well established. 
Union contracts, complex civil service regulations, or position classification 
systems designed to provide equity in job assignments, job protection, and 
other security to employees, require the implementation of specific controls. 
When coupled with budgetary controls, which are often in the form of position 
and salary ceiling limits, they reduce opportunities for discretionary hiring and 
termination. However, the position classification and control system require­
ments do not achieve their objectives unless they are executed properly and are 
linked to the payroll accounting system. Moreover, special units of govern­
ment, such as public authorities, often are not under the same stringent 
controls as primary governmental units.
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Procurement and Contracting Systems
4.39 Procurement techniques and the types of contracts and agreements 
used to acquire goods and services in governments frequently exceed the 
requirements of the private sector. Regulations surrounding the administra­
tion and use of procurement procedures by governments usually permit far less 
latitude and discretion than that commonly existing in the private sector. 
Because governmental procurement procedures usually provide for (a) public 
notice of procurement opportunities, (b) disclosure of procurement evaluation 
procedures, and (c) bidding or negotiation procedures, significant procure­
ments in government are usually exposed to a high level of public scrutiny. 
Each of these procedures may enhance the internal control of governmental 
units.
Management
4.40 The administration of a governmental entity usually has executive 
and legislative components; in many cases, there is a judicial component as 
well. The executive branch of a government is responsible for instituting and 
maintaining a satisfactory internal control for operations. This internal control 
should conform to the laws and regulations established by the legislative 
component. In addition, the judicial component frequently is quasi-inde­
pendent from these other components. In a number of instances, for example, 
in some county governments, the courts have direct responsibility for their 
financial systems.
4.41 Management’s awareness of and attitude toward internal control is 
part of the control environment that the auditor should evaluate early in an 
audit engagement. Management should understand its responsibility to imple­
ment and maintain adequate internal control and should—
•  Initiate procedures to detect areas of operation that are particularly 
vulnerable to errors, fraud, and the misuse of assets, or circumstances 
that may adversely affect the reliability of the government’s financial 
statements.
•  Establish procedures to monitor and evaluate internal control (see 
paragraphs 4.16 through 4.18 above).
•  Institute timely action to correct identified internal control weaknesses.
4.42 Management’s perception of its responsibilities for the control envi­
ronment can significantly affect the conduct of an audit.
Influence of Other Entities on Internal Control
4.43 Individuals and organizations, such as grantor agencies and internal 
auditors, may affect internal control in a governmental organization.
Grantor Agencies
4.44 Organizations outside the governmental entity being audited may 
also have an effect on internal control. For example, federal or state programs 
may provide a significant portion of a local government’s revenues. The terms 
of the grant or entitlement agreements frequently impose considerable control 
requirements on the recipient. Grant provisions may relate not only to how 
funds are used, but also to accounting, reporting, and internal control.
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4.45 Grantor agencies naturally are concerned with the quality of inter­
nal control established by grantees to assure compliance with grant terms and 
conditions. The independent auditors are also concerned because the scope of 
the audit may be affected by the adequacy of the existing internal control. 
Failure to comply with the terms of grant agreements may give rise to contin­
gent liabilities for the return of revenues, which may have a material impact 
on the financial statements. Thus, noncompliance becomes a factor in the 
auditor’s ability to express an opinion on the financial statements of the 
grantee.
Internal Auditors
4.46 As in commercial enterprises, the internal auditors of governmental 
entities usually play a significant role in monitoring internal control and 
making recommendations for improvement. The internal audit organization 
usually attempts to maintain its independence from the executive, legislative, 
or judicial branches, although, administratively, it may report to any one of 
them.*
4.47 The executive branches of state and federal governments frequently 
establish internal audit organizations within each operating department. Such 
a departmental internal audit organization is normally responsible for (a) the 
internal audit of departmental activity, and (b) the audit of grantees (benefici­
aries) to whom the department provides funds in accordance with legislative 
programs.
4.48 Auditors should recognize the variety of roles and perspectives that 
internal auditors may have within government and the effects on the organi­
zation’s internal control. The presence of an internal audit function may affect 
an organization’s internal control in two ways. First, an internal audit function 
usually increases the attention devoted to internal control. Second, to the 
extent an internal audit function is responsible for a continuing evaluation of 
internal control, it serves the important role of monitoring internal control (see 
also paragraphs 4.16 through 4.18). SAS No. 65, The Auditor’s Consideration 
of the Internal Audit Function in an Audit of Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 322), discusses the effects of internal 
audit organizations on the independent auditor’s audit. Further, Government 
Auditing Standards requires that independent public accountants, govern­
mental auditors, and internal auditors conducting audits pursuant to such 
standards comply with the same continuing education and quality control 
standards.
* Amendment 3, Independence, as affected by Government Auditing Standards: Answers to 
Independence Questions, revises the independence standards in Government Auditing Standards for 
audits for periods beginning on or after January 1, 2003, with early implementation encouraged. 
Government Auditing Standards applies only when required by law, regulation, agreement, contract, 
or policy, including in an audit under the provisions of the Single Audit Act Amendments of 1996 and 
Office of Management and Budget Circular A-133, Audits of States, Local Governments, and Non- 
Profit Organizations. Among its provisions, Amendment 3 addresses circumstances under which it is 
not appropriate for auditors to perform both audit and certain nonaudit services for the same client 
as well as circumstances under which a governmental audit organization is presumed to be organiza­
tionally independent from the audited entity. The AICPA Audit Guide Audits of States, Local 
Governments, and Not-for-Profit Organizations Receiving Federal Awards, discusses the provisions of 
Amendment 3.
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Chapter 5 
Testing and Reporting on Compliance With 
Laws and Regulations*
Introduction
5.01 This chapter describes the auditor’s responsibility for considering 
laws and regulations and how they affect the financial statement audit. The 
auditor’s responsibility for compliance auditing related to federal awards is 
discussed in the AICPA Audit Guide Audits of States, Local Governments, and 
Not-for-Profit Organizations Receiving Federal Awards.
5.02 Governmental entities, because they are established by and operate 
under numerous laws and regulations, are generally subject to many more 
legal constraints than are their nongovernmental counterparts. GASB Cod. 
sec. 1200.103 indicates that governmental entities generally are subject to a 
variety of laws and regulations that affect their financial statements:
An important aspect of GAAP [generally accepted accounting principles] as 
applied to governments is the recognition of the variety of legal and contractual 
considerations typical of the government environment. These considerations 
underlie and are reflected in the fund structure, bases of accounting, and other 
principles and methods set forth here, and are a major factor distinguishing 
governmental accounting from commercial accounting.
5.03 Because of the variety of audit requirements to which entities receiv­
ing governmental financial assistance are subject, paragraph 21 of SAS No. 74, 
Compliance Auditing Considerations in Audits of Governmental Entities and 
Recipients of Governmental Financial Assistance (AICPA, Professional Stand­
ards, vol. 1, AU sec. 801.21) states that auditors should exercise due profes­
sional care in ensuring that they and management understand the type of 
engagement to be performed. If a proposal, contract, or engagement letter is 
used, an auditor should consider including a statement about the type of 
engagement and whether it is intended to meet specific audit requirements. 
See also paragraph 3.02 regarding establishing an understanding with a client.
5.04 The management of the entity is responsible for ensuring compliance 
with the laws and regulations applicable to its activities. That responsibility 
encompasses identifying applicable laws and regulations and establishing 
internal control designed to provide reasonable assurance that the entity complies
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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with those laws and regulations. The auditor’s responsibility for testing and 
reporting on compliance with laws and regulations varies according to the 
terms of the engagement (paragraph 5 of SAS No. 74 [AICPA, Professional 
Standards, vol. 1, AU sec. 801.05]).
5.05 Management is also responsible for obtaining audits that satisfy 
relevant legal, regulatory, or contractual requirements. Paragraph 22 of SAS 
No. 74 (AICPA, Professional Standards, vol. 1, AU sec. 801.22) states that 
GAAS do not require the auditor to perform procedures beyond those he or she 
considers necessary to obtain sufficient competent evidential matter to form a 
basis for the opinion on the financial statements. However, if during a GAAS 
audit of the financial statements, the auditor becomes aware that the entity is 
subject to an audit requirement that may not be encompassed in the terms of 
the engagement, the auditor should communicate to management and the 
audit committee, or to others with equivalent authority and responsibility, that 
an audit in accordance with GAAS may not satisfy the relevant legal, regula­
tory, or contractual requirements.1 For example, the auditor will be required 
to make this communication if he or she is engaged to perform an audit of an 
entity’s financial statements in accordance with GAAS and the auditor becomes 
aware that by law, regulation, or contractual agreement, the entity also is required 
to have an audit performed in accordance with one or more of the following:
•  Government Auditing Standards, issued by the Comptroller General 
of the United States
•  The Single Audit Act Amendments of 1996 and OMB Circular A-133, 
Audits of States, Local Governments and Non-Profit Organizations
•  Other compliance audit requirements, such as state or local laws or 
program-specific audits under federal audit guides
5.06 Paragraph 23 of SAS No. 74 (AICPA, Professional Standards, vol. 1, 
AU sec. 801.23) states that the required communication may be oral or written. 
If the communication is oral, the auditor should provide audit documentation 
of the communication. The auditor should consider how the client’s actions in 
response to such communication relate to other aspects of the audit, including 
their potential effect on the financial statements and on the auditor’s report on 
those financial statements. Specifically, the auditor should consider manage­
ment’s actions (such as not arranging for an audit that meets the applicable 
requirements) in relation to the guidance in SAS No. 54, Illegal Acts by Clients 
(AICPA, Professional Standards, vol. 1, AU sec. 317).
5.07 In the following paragraphs, the requirements of GAAS that are 
applicable to the auditor’s consideration of compliance in a financial statement 
audit are summarized and the additional requirements of Government Audit­
ing Standards are discussed.
Compliance Auditing in Audits Conducted 
in Accordance With Generally Accepted 
Auditing Standards
General Guidance
5.08 SAS No. 74 (AICPA, Professional Standards, vol. 1, AU sec. 801) 
provides general guidance when the auditor is engaged to test and report on
1 For entities that do not have audit committees, “others with equivalent authority and respon­
sibility” may include the board of directors, the board of trustees, the owner in owner-managed 
entities, the city council, or the legislative standing committee.
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compliance with laws and regulations under GAAS, Government Auditing 
Standards, and OMB Circular A-133. SAS No. 74 describes the auditor’s 
responsibility in a GAAS audit for considering laws and regulations and how 
they affect the financial statement audit and also discusses the auditor’s 
responsibility for compliance auditing related to federal awards in an audit 
performed under Circular A-133.
5.09 The auditor is required to design the audit to provide reasonable 
assurance that the financial statements are free of material misstatements 
resulting from violations of laws arid regulations, error, or fraud. SAS No. 54 
describes the auditor’s responsibility in a GAAS audit for considering laws and 
regulations and how they affect the financial statement audit. SAS No. 99, 
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 316),* and SAS No. 47, Audit Risk and Materiality 
in Conducting an Audit, as amended (AICPA, Professional Standards, vol. 1, 
AU sec. 312), describe the auditor’s responsibility in a GAAS audit for the 
consideration of fraud and errors. The requirements of SAS Nos. 54 and 47, as 
amended, are described in paragraphs 5.10 through 5.24. Appendix A [para­
graph 3.49] of chapter 3, “Planning the Audit,” describes the requirements of 
SAS No. 99 and discusses government-specific considerations.
SAS No. 54 Requirements
5.10 SAS No. 54 requires the auditor to design the audit to provide 
reasonable assurance that the financial statements are free of material mis­
statements resulting from violations of laws and regulations that have a direct 
and material effect on the determination of financial statement amounts.2, 3 This 
involves identifying laws and regulations that may have a direct and material 
effect on the determination of financial statement amounts, and then assessing 
the risk that noncompliance with these laws and regulations may cause the 
financial statements to contain a material misstatement. The auditor consid­
ers such laws or regulations from the perspective of their known relation to 
audit objectives derived from financial statement assertions rather than from 
the perspective of legality per se.
5.11 Although it has not been explicitly stated in SAS No. 54, the phrase 
“laws and regulations” has generally been interpreted to implicitly include the 
provisions of contract and grant agreements (see paragraphs 5.27 and 5.28). 
Laws, regulations, and provisions of contracts and grant agreements are 
referred to in this guide as “compliance requirements.” Violations of laws, 
regulations, and provisions of contracts and grant agreements are referred to 
in this guide as “instances of noncompliance.”
5.12 In considering whether the financial statements may be materially 
misstated because of instances of noncompliance, the auditor should—
•  Assess whether management has identified compliance requirements 
that have a direct and material effect on the determination of amounts 
in the financial statements.
* In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted.
2 Paragraph 3.12 of this guide states that, for general-purpose financial statements, “audit 
scope should be set and materiality evaluations should be applied at the fund type, account group, 
and discretely presented component unit column(s) when reporting on the GPFS....”
3 The auditor undertakes the same responsibility in an audit of financial statements conducted 
in accordance with Government Auditing Standards. See paragraphs 5.27 and 5.28 for further 
discussion.
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•  Obtain an understanding of the possible effects of these compliance 
requirements on the determination of financial statement amounts.
•  Assess the risk that a material misstatement of the financial state­
ments has occurred because of instances of noncompliance.
•  Design and conduct the audit to provide reasonable assurance of 
detecting such material noncompliance.
5.13 The auditor may consider performing the following procedures in 
assessing management’s identification of these compliance requirements and 
in obtaining an understanding of their possible effects on the determination of 
financial statement amounts:
а. Consider knowledge about these compliance requirements that has 
been obtained from prior years’ audits.
b. Discuss these compliance requirements with the entity’s chief finan­
cial officer, legal counsel, or grant administrators.
c. Obtain written representation from management regarding the com­
pleteness of management’s identification of compliance require­
ments (see paragraph 5.26).
d. Review the relevant portions of any directly related agreements, such 
as those related to grants and loans.
e. Identify sources of revenue, review any related agreements (for 
example, loan agreements or grant agreements) and inquire about 
the applicability of any overall governmental regulations to the 
accounting for the revenue.
f. Obtain publications pertaining to compliance requirements. These 
publications often address federal tax and other reporting require­
ments, such as the Department of the Treasury and the Internal 
Revenue Service requirements pertaining to information returns and 
regulations concerning the calculation of arbitrage rebates and refunds.
g . Obtain copies of, and review pertinent sections of, the state constitution, 
laws, and regulations concerning the entity. The sections of these 
documents pertaining to financial reporting, debt, taxation, budget, and 
appropriation and procurement matters may be especially relevant.
h. Review the minutes of meetings of the governing body of the entity 
for the enactment of laws and regulations or information about 
contracts and grant agreements that have a direct and material effect 
on the determination of financial statement amounts.
i. Inquire of the office of the federal, state, or local auditor or other 
appropriate audit oversight organization about the compliance re­
quirements applicable to entities within their jurisdiction, including 
statutes and uniform reporting requirements.
j . Review information about applicable federal and state program compli­
ance requirements, such as the information included in the Compliance 
Supplement, the CFDA, and state and local policies and procedures.
k. Review the accounting and auditing guidance applicable to specific 
industries as found in this guide and other AICPA Audit and Ac­
counting Guides (such as Not-for-Profit Organizations, Health Care 
Organizations, and Audits of Colleges and Universities*) and review
* Auditors should note that although Audits of Colleges and Universities has been superseded by 
Not-for-Profit Organizations, it continues to be applicable in a governmental environment (that is, 
public institutions).
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the materials available from other professional organizations, such 
as state societies of CPAs or industry associations.
l. Inquire of the audit, finance, or program administrators from which 
grants are received about the restrictions, limitations, terms, and 
conditions under which such grants were provided. These adminis­
trators can usually be helpful in identifying compliance require­
ments, which they may identify separately or publish in an audit 
guide.4
5.14 In obtaining an understanding of the possible effects on financial 
statements of compliance requirements that are generally recognized by audi­
tors to have a direct and material effect on the determination of financial 
statement amounts, the auditor may consider—
•  The materiality of the effect on financial statement amounts.
•  The level of management or employee involvement in the compliance- 
assurance process.
•  The opportunity for concealment of instances of noncompliance.
5.15 As part of assessing the risk of material misstatement, the auditor 
should assess the risk that instances of noncompliance may cause such a 
material misstatement. Based on that assessment, the auditor should design 
the audit to provide reasonable assurance of detecting instances of noncompli­
ance that are material to the financial statements. Therefore, the auditor 
should design the audit to provide reasonable assurance that the financial 
statements are free of material misstatements resulting from instances of 
noncompliance that have a direct and material effect on the determination of 
financial statement amounts.
5.16 Governmental entities may be affected by many other laws and 
regulations, including those related to occupational safety and health, environ­
mental protection, equal employment, food and drug, and price fixing. These 
laws and regulations generally concern an entity’s operations more than 
financial reporting and accounting. Their effect on an entity’s financial state­
ments is indirect and normally takes the form of the disclosure of a contingent 
liability that follows from the allegation or determination of illegality. The 
auditor would not ordinarily have sufficient basis to recognize possible viola­
tions of these laws and regulations. Even when violations of such laws and 
regulations can have consequences that are material to the financial state­
ments, the auditor may not become aware of the existence of the illegal act 
unless he or she is informed by the entity, or unless there is evidence of an 
investigation or enforcement proceeding in the records, documents, or other 
information normally inspected in an audit of financial statements.5
5.17 If  specific information comes to the auditor’s attention that provides 
evidence concerning the existence of possible instances of noncompliance that
4 In assessing management’s identification of requirements governing federal awards and 
obtaining an understanding of their possible effects on the determination of financial statement 
amounts, the auditor may use as a reference source the OM B Circular A-133 Compliance Supple­
ment. See the AICPA Audit Guide Audits of States, Local Governments, and Not-for-Profit Organiza­
tions Receiving Federal Awards, for further information on the Compliance Supplement.
5 In addition, for compliance with laws and regulations that have an indirect effect on the 
determination of financial statement amounts, SAS No. 54 notes that, where applicable, the auditor 
should also inquire of management concerning (a) the client’s policies relative to the prevention of 
illegal acts and (b) the use of directives issued by the client, as well as periodic representations 
obtained by the client, from management at appropriate levels of authority, concerning compliance 
with laws and regulations.
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could have a material indirect effect on the financial statements, the auditor 
should apply audit procedures specifically directed to ascertaining whether an 
instance of noncompliance occurred. However, because of the characteristics of 
such noncompliance, an audit made in accordance with GAAS provides no 
assurance that indirect-effect instances of noncompliance will be detected or 
that any contingent liabilities that may result will be disclosed.
5.18 Examples of the Effects of Certain Laws and Regulations on a 
Governmental Entity’s Financial Statements. Some states have adopted rules 
governing the performance of compliance audits that clearly define the audit­
ing and reporting expectations for audits of local governmental units.
5.19 The adoption of specific compliance auditing requirements by state 
and local jurisdictions makes it imperative that auditors assess whether 
management has identified the specific compliance matters, as well as the 
related criteria for determining compliance, to be addressed within the scope 
of those audits.
5.20 The following are examples of the types of laws and regulations that 
may have a direct and material effect on the determination of amounts in a 
governmental entity’s financial statements. Such laws and regulations may be 
relevant to an entity whether or not it is legally required to prepare financial 
statements in accordance with GAAP.
a. Reporting Entity. For those entities required by law or regulation to 
prepare financial statements in accordance with GAAP, GASB Cod. 
sec. 2100 establishes criteria for determining the organizations, 
functions, and activities of government that should be included in 
the financial reporting entity. The financial reporting entity consists 
of the primary government, the organizations for which the primary 
government is financially accountable, and other organizations that, 
if  not included, would cause the reporting entity’s financial state­
ments to be misleading or incomplete. In defining the financial 
reporting entity, management should consider applicable laws and 
regulations.
b. Tax Reporting. Report in accordance with federal and state require­
ments.
c. Procurement. Contract or make procurement through competitive 
bidding or negotiation.
d. Appropriations. Expend resources within authorized limits.
e. Legal Authority for Transactions. Execute transactions with proper 
legal authority.
f. Establishment of Funds. GASB Cod. sec. 1300.105 establishes the 
principles of fund accounting. It notes that—
Various types of legal provisions require establishment of funds. 
At the state level, funds may be created pursuant to constitu­
tional provisions or statutes enacted by the legislative body. A 
local government’s funds may be established by state constitu­
tional provisions or statutes, or by local charters, ordinances, 
and governing body orders.
For example, a state statute may require that proceeds of a state 
gasoline tax be accounted for in a special revenue fund.
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g. Budgetary Reporting. An appropriated budget is the expenditure 
authority created by appropriation bills or ordinances that are signed 
into law and the related estimated revenues. GASB Cod. sec. 2400 
requires that the GPFS present an aggregation by governmental 
fund type of the annual appropriated budgets, as amended, compared 
to actual results of operations.
h. Matching Requirements. A grantor may require grantees to contrib­
ute their own resources toward carrying out the activity funded with 
a grant. A grant is a contribution of cash or other assets from another 
government to be used or expended for a specified purpose, activity, 
or facility. Grants often are nonexchange transactions, as defined in 
GASB Cod. sec. N50.104. (Note that the provisions of GASB Cod. sec. 
N50 applies only to nonexchange transactions involving financial or 
capital resources. They do not apply to other resources, such as 
contributed services.) GASB Cod. sec. N50.117-.118 indicates that 
matching requirements are a type of eligibility requirement (contin­
gency) and affect the recognition of revenue from voluntary nonex­
change transactions.*
i. Restrictions on Expenditures. The purposes for which the proceeds 
of certain governmental revenues may be expended are restricted by 
law. For example, a state constitution may require that the proceeds 
of a state gasoline tax be expended only for the maintenance of 
highways. Similarly, legislation enacting a housing grant program 
may require governmental entities receiving the grant to distribute 
the proceeds only to families meeting certain eligibility tests. Restric­
tions on expenditures do not necessarily require the establishment 
of a special revenue fund. GASB Cod. sec. 1300.107 notes that 
“resources restricted to expenditure for purposes normally financed 
from the general fund may be accounted for through the general fund 
provided that applicable legal requirements can be appropriately 
satisfied; and use of special revenue funds is not required unless they 
are legally mandated.”
j .  Taxing and Debt Limitations. Certain governmental entities may 
be subject to laws and regulations that limit local government taxing 
authority, impose ceilings and other issuance criteria on debt, or 
limit the use of debt proceeds.
k. Types of Compliance Requirements. Certain types of compliance re­
quirements identified in the OMB’s Compliance Supplement may 
have a direct and material effect on the determination of financial 
statement amounts in some circumstances. For example, certain 
costs not allowable by federal programs may have been inappropri­
ately allocated to federal programs as indirect costs. Such an action 
would be a violation of OMB Circular No. A-87, Cost Principles for 
State and Local Governments, referred to in the allowable costs/cost
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* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
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principles type of compliance requirement, and could have a direct 
and material effect on the determination of cost-related amounts in 
the entity’s financial statements.
5.21 For these and other compliance matters within the scope of the 
audit, the auditor should seek guidance from affected local officials, state 
officials with oversight responsibility, and appropriate legal counsel.
5.22 The GASB Codification also includes requirements to disclose viola­
tions of certain laws and regulations. GASB Cod. sec. 2300.106 states:
Notes to the financial statements essential to fair presentation at the GPFS
[general-purpose financial statements] level include ... [h.] Material violations
of finance-related legal and contractual provisions.
The auditor’s consideration of the adequacy of such disclosure includes an 
evaluation of the governmental entity’s compliance with laws and regulations 
that could have a direct and material effect on the determination of financial 
statement amounts.
5.23 GASB Cod. sec. I50.122 to I50.123 specifically requires governmen­
tal entities to disclose the types of investments they are legally authorized to 
make and significant violations of legal or contractual provisions for deposits 
and investments. When these disclosures have been made by management, the 
auditor should also evaluate a governmental entity’s compliance with legal 
provisions for deposits and investments. The auditor’s responsibility to evalu­
ate compliance with these legal provisions is based on the disclosure require­
ments specified by GAAP.
SAS No. 47 Requirements
5.24 SAS No. 1, section 110, Responsibilities and Functions of the Inde­
pendent Auditor, as amended (AICPA, Professional Standards, vol. 1, AU sec. 
110), states that the auditor has a responsibility to plan and perform the audit 
to obtain reasonable assurance about whether the financial statements are free 
of material misstatement, whether caused by error or fraud. SAS No. 47, as 
amended, provides guidance to auditors in fulfilling that responsibility as it 
relates to errors, in an audit of financial statements conducted in accordance 
with GAAS. Errors are described as unintentional misstatements, or as omis­
sions of amounts or disclosures, in financial statements. Errors may involve (a) 
mistakes in gathering or processing data from which financial statements are 
prepared, (b ) unreasonable accounting estimates arising from oversight or the 
misinterpretation of facts, and (c) mistakes in the application of accounting 
principles relating to amounts, classification, the manner of presentation, or 
disclosure. When the auditor is considering his or her responsibility to obtain 
reasonable assurance that the financial statements are free of material mis­
statement, there is no important distinction between error and fraud. There is 
a distinction, however, in the auditor’s response to detected misstatements. An 
isolated, immaterial error in processing accounting data or in applying ac­
counting principles is generally not significant to the audit. In contrast, when 
fraud is detected, the auditor should consider its implications for the integrity 
of management or employees and its possible effect on other aspects of the 
audit. Auditors should refer to SAS No. 47, as amended, for more detailed 
guidance, including the requirement that the auditor document the nature and 
effect of misstatements that the auditor aggregates as well as the auditor’s 
conclusion as to whether the aggregated misstatements cause the financial 
statements to be materially misstated.
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Audit Documentation
5.25 The auditor should document the procedures performed to evaluate 
compliance with laws and regulations that have a direct and material effect on 
the determination of financial statement amounts in accordance with SAS No. 
96, Audit Documentation.6 (See paragraphs 3.35 and 3.36 for a discussion of 
the Government Auditing Standards requirements related to audit documen­
tation.) Paragraph 83 of SAS No. 99 (AICPA, Professional Standards, vol. 1, 
AU sec. 316.83) requires the auditor to document certain items and events, 
such as (a) the procedures performed to obtain information necessary to iden­
tify and assess the risks of material misstatement due to fraud and (b) specific 
risks of material misstatement due to fraud that were identified and a descrip­
tion of the auditor’s response to those risks.* The auditor’s understanding of 
internal control over financial reporting as it pertains to compliance with such 
laws and regulations, as well as the related assessment of control risk, should 
be documented in accordance with SAS No. 55, Consideration of Internal 
Control in a Financial Statement Audit, as amended by SAS No. 78, Consid­
eration of Internal Control in a Financial Statement Audit: An Amendment to 
SAS No. 55, and SAS No. 94, The Effect o f Information Technology on the 
Auditor’s Consideration of Internal Control in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 319) (see paragraph 4.24).
Written Representations From Management
5.26 SAS No. 85, Management Representations, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 333), requires the auditor to obtain 
written representations from management as part of an audit conducted in 
accordance with GAAS.** It also includes an illustrative management repre­
sentation letter and an appendix containing additional representations that 
may be appropriate to be included in a management representation letter in 
certain circumstances. With respect to compliance requirements affecting the 
financial statement audit, auditors should consider obtaining additional rep­
resentations from management acknowledging that management—
a. Is responsible for compliance with the laws, regulations, and provi­
sions of contracts and grant agreements applicable to the entity.
b. Is responsible for establishing and maintaining effective internal 
control over financial reporting.
c. Has identified and disclosed to the auditor all laws, regulations, and 
provisions of contracts and grant agreements that have a direct and 
material effect on the determination of financial statement amounts.
d. Has identified and disclosed to the auditor violations (or possible 
violations) of laws, regulations, and provisions of contracts and grant 
agreements whose effects should be considered for disclosure in the 
financial statements or as a basis for recording a loss contingency.
6 See the interpretation of SAS No. 96, “Providing Access to or Copies of Audit Documentation 
to a Regulator,” in appendix K of this Guide.
* In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted. Appendix A [paragraph
3.49] of chapter 3, “Planning the Audit,” describes the requirements of SAS No. 99 and discusses 
government-specific considerations.
* See footnote * to paragraph 5.25. SAS No. 99 also amends SAS No. 85, as amended, to require 
certain representations relating to fraud.
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Fieldwork Responsibilities Under Government 
Auditing Standards
5.27 Government Auditing Standards prescribes additional field work 
standards related to compliance beyond those required in an audit in accord­
ance with GAAS on auditor communication, audit follow-up, and audit docu­
mentation. See paragraph 3.04 and 3.35 through 3.37 in this guide for further 
discussion of those additional fieldwork requirements. Although Government 
Auditing Standards refers to the auditor’s responsibilities with regard to 
noncompliance with provisions of contracts or grant agreements as an addi­
tional field work standard, auditors have this same responsibility under 
GAAS. See further discussion below and also paragraph 5.11.
5.28 Noncompliance includes not only illegal acts, but also violations of 
provisions of contracts or grant agreements. Both Government Auditing Stand­
ards and GAAS require auditors to design the audit to provide reasonable 
assurance of detecting material misstatements resulting from noncompliance 
with provisions of laws, regulations, contracts, and grant agreements that have 
a direct and material effect on the determination of financial statement 
amounts. If  specific information comes to the auditor’s attention that provides 
evidence concerning the existence of possible noncompliance with provisions of 
laws, regulations, contracts, or grant agreements that could have a material 
indirect effect on the financial statements, auditors should apply procedures 
specifically directed to ascertaining whether that noncompliance has occurred. 
When the auditor concludes, based on information obtained and, if necessary, 
consultation with legal counsel, that noncompliance has or is likely to have 
occurred, the auditor should consider the effect on the financial statements as 
well as the implications for other aspects of the audit.
Reporting
5.29 Government Auditing Standards prescribes as part of the financial 
statement audit additional reporting requirements beyond those in GAAS that 
are related to compliance. With regard to reporting, Government Auditing 
Standards requires, among other things, that the auditor report on the scope 
of his or her testing of compliance and present the results of those tests. See 
the following paragraphs and paragraphs 18.57 through 18.62 for a more 
detailed discussion of the Government Auditing Standards reporting require­
ments related to compliance and for a listing of the basic elements that should 
be included in the report.
5.30 The auditor’s report on compliance is based on the results of proce­
dures performed as part of the audit of financial statements. Matters the 
auditor considers in reporting on compliance in accordance with Government 
Auditing Standards are as follows:
a. Description of the scope of the auditor’s testing of compliance (para­
graph 18.59)
b. Reporting fraud and illegal acts (paragraphs 5.31 and 5.34)
c. Reporting noncompliance (paragraphs 5.35 through 5.41)
5.31 Reporting Fraud and Illegal Acts. Government Auditing Stand­
ards requires that when auditors conclude, based on evidence obtained, that 
fraud or an illegal act either has occurred, or is likely to have occurred, they 
should report relevant information. Auditors need not report information 
about fraud or an illegal act that is clearly inconsequential. Thus, auditors 
should present in a report the same fraud and illegal acts that they report to 
audit committees under GAAS.
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5.32 Direct Reporting of Fraud and Illegal Acts. Paragraphs 5.21 
through 5.25 of Government Auditing Standards provide guidance on the 
direct reporting of fraud and illegal acts. Government Auditing Standards 
requires that in addition to any legal requirements for the direct reporting 
of fraud or illegal acts, auditors must report fraud or illegal acts directly to 
parties outside the entity in the following two circumstances (auditors 
should meet these requirements even if  they have resigned or been dis­
missed from the audit):
a. The entity may be required by law or regulation to report certain 
fraud or illegal acts to specified external parties (for example, to a 
federal inspector general or a state attorney general). If auditors 
have communicated such fraud or illegal acts to the entity, and it 
fails to report them, then auditors should communicate their aware­
ness of that failure to the entity’s governing body. If  the entity does 
not make the required report as soon as practicable after the audi­
tors’ communication with its governing body, then the auditors 
should report the fraud or illegal acts directly to the external party 
specified in the law or regulation.
b. When fraud or an illegal act involves assistance received directly or 
indirectly from a government agency, auditors may have a duty to 
report it directly if management fails to take remedial steps. If 
auditors conclude that such failure is likely to cause them to depart 
from the standard report on the financial statement or resign from 
the audit, then they should communicate that conclusion to the 
entity’s governing body. Then, if the governmental entity does not 
report the fraud or illegal act as soon as practicable to the entity that 
provided the government assistance, the auditors should report the 
fraud or illegal act directly to that entity.
5.33 In both of these situations, auditors should obtain sufficient, compe­
tent, and relevant evidence (for example, by confirmation with outside parties) 
to corroborate assertions by management that it has reported fraud or illegal 
acts. If  they are unable to do so, the auditors should report the fraud or illegal 
acts directly, as discussed previously.
5.34 Paragraph 4.16 of Government Auditing Standards reminds audi­
tors that under some circumstances, laws, regulations, or policies may require 
them to report indications of certain types of fraud or illegal acts promptly to 
law enforcement or investigatory authorities. When auditors conclude that this 
type of fraud or illegal act either has occurred or is likely to have occurred, they 
should ask those authorities, legal counsel, or both, if reporting certain infor­
mation about that fraud or illegal act would compromise investigative or legal 
proceedings. Auditors should limit their reporting to matters that would not 
compromise those proceedings, such as information that is already a part of the 
public record.
5.35 Reporting Noncompliance. Material instances of noncompliance 
are failures to follow requirements, or violations of prohibitions, contained in 
statutes, regulations, contracts, or grants, that cause the auditor to conclude 
that the aggregation of misstatements (that is, the auditor’s best estimate of 
the total misstatement) resulting from those failures or violations is material 
to the financial statements. When the auditor’s procedures disclose material 
instances of noncompliance, the auditor should modify his or her report on 
compliance to report relevant information. The report should include—
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a. An identification of material instances of noncompliance noted.7
b . A statement that the noncompliance noted was considered in forming 
an opinion on whether the entity’s financial statements are pre­
sented fairly, in all material respects, in conformity with GAAP.
5.36 The auditor should report material instances of noncompliance re­
gardless of whether the resulting misstatements have been corrected in the 
entity’s financial statements. The auditor may wish to include a statement 
about whether the misstatements resulting from the material instances of 
noncompliance have been corrected in the financial statements or a statement 
describing the effect of such misstatements on his or her report on the basic 
financial statements. An illustration of the auditor’s report on compliance 
when there are material instances of noncompliance are presented in example 
A.16(A) of appendix A.
5.37 Paragraph 5.20 of Government Auditing Standards includes the 
following provisions for reporting on fraud, illegal acts, or other noncompliance 
(see paragraphs 5.31 through 5.34 for further reporting guidance on fraud and 
illegal acts):
When auditors detect fraud, illegal acts, or other noncompliance that do not 
meet paragraph 5.18’s [of Government Auditing Standards] criteria for report­
ing, they should communicate those findings to the auditee, preferably in 
writing. If auditors have communicated those findings in a management letter 
to top management, they should refer to that management letter when they 
report on compliance. Auditors should document in their working papers all 
communications to the auditee about fraud, illegal acts, and other noncompliance.
5.38 If  the auditor has issued a separate letter describing immaterial 
instances of noncompliance, the report on compliance prepared in accordance 
with the preceding paragraphs should be modified to include a statement such 
as the following: “We noted certain immaterial instances of noncompliance 
which we have reported to management of [name o f entity] in a separate letter 
dated August 15, 20X1.”
5.39 For audits in accordance with GAAS and Government Auditing 
Standards, the effects of any material violations or possible violations of laws 
or regulations identified as a result of the auditor’s procedures should be 
considered for disclosure in the footnotes to the financial statements or as a 
basis for recording a loss contingency, as provided for in FASB Statement No. 
5, Accounting for Contingencies. I f  disclosure is not made or a loss is not recorded, 
the auditor should consider modifying the audit report on the financial state­
ments, for example, by giving a qualified opinion using “except for” wording. 
See SAS No. 58, Reports on Audited Financial Statements, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 508), for guidance. The auditor’s con­
sideration of illegal acts is discussed further in paragraphs 5.10 through 5.23, 
5.27, and 5.28.
5.40 When the auditor cannot examine evidence sufficient to determine 
whether compliance with applicable laws and regulations exists, and if the poten­
7 Paragraph 5.19 of Government Auditing Standards provides the following guidance on report­
ing fraud, illegal acts, or other noncompliance: ".. auditors should place their findings in proper 
perspective. To give the reader a basis for judging the prevalence and consequences of these condi­
tions, the instances identified should be related to the universe or the number of cases examined and 
be quantified in terms of dollar value, if appropriate. In presenting fraud, illegal acts, or other 
noncompliance, auditors should follow chapter 7’s [of Government Auditing Standards] report con­
tents standards for objectives, scope and methodology; audit results; views of responsible officials; 
and its report presentation standards, as appropriate.”
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tial effect of noncompliance could be material, a scope limitation may exist and 
the auditor’s report on the financial statements would be modified accordingly.
5.41 There may be situations where the auditor has determined that the 
entity did not comply with an applicable law or regulation, but management is 
unable to make a reasonable estimate of the financial effect expected to result 
from the noncompliance. Government Auditing Standards requires a compli­
ance report to be issued regardless of whether the financial effect of the 
noncompliance is fully known, and, accordingly, the standard report, as illus­
trated in example A.16 in appendix A, would be modified to reflect the results 
of the audit procedures (see example A.16(A) in appendix A for an illustration). 
The auditor should also consider the effect of the noncompliance on the 
general-purpose financial statements and modify the report on those state­
ments as necessary in accordance with SAS No. 58, as amended.
Reasonable Assurance
5.42 SAS No. 1, section 230, Due Professional Care in the Performance of 
Work, as amended (AICPA, Professional Standards, vol. 1, AU sec. 230), states 
that since the auditor’s opinion on the financial statements is based on the 
concept of obtaining reasonable assurance, the auditor is not an insurer and 
his or her audit report does not constitute a guarantee. Therefore, the sub­
sequent discovery that a material misstatement, whether from error or fraud, 
exists in the financial statements does not, in and of itself, evidence (a) failure 
to obtain reasonable assurance, (b ) inadequate planning, performance, or 
judgment, (c) the absence of due professional care, or (d ) a failure to comply 
with GAAS.
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Chapter 6 
The Budget*
Introduction
6.01 Budgeting is an essential element of the financial planning, control, 
and evaluation processes of governments. Almost all states currently require 
political subdivisions to adopt budgets for at least their general fund. Many 
states also require budgets to be adopted and reported for special revenue and 
debt service funds and, sometimes, for other funds of governmental units. The 
budgeting practices followed by governmental units vary greatly, and the 
auditor should be knowledgeable about the laws and regulations governing the 
budgetary requirements of the governmental unit being audited.
6.02 GASB Cod. secs. 1700 and 2400 discuss the budget, budgetary 
accounting, and budgetary reporting. The basic statement of principle included 
in the Codification regarding budgeting and budgetary control asserts that—
a. An annual budget(s) should be adopted by every governmental unit.
b. The accounting system should provide the basis for appropriate 
budgetary control.
c. A common terminology and classification should be used consistently 
throughout the budget, the accounts, and the financial reports of 
each fund.
6.03 In certain circumstances, a budget is not adopted because it is not 
legally required and, therefore, comparative budget and actual results cannot 
be presented. That situation should be disclosed in a note to the financial 
statements and the otherwise required financial statement omitted. The audi­
tor’s report on the financial statements is not affected. However, if a budget is 
legally adopted but budget and actual results are not presented, the auditor 
should express a qualified or adverse opinion because of a departure from 
GAAP. When adoption of a budget is legally required, presentation of budget 
and actual results is required by GAAP. Failure to present both budget and 
actual results in such circumstances is a departure from GAAP. Failure to 
adopt a budget when adoption of a budget is legally required is an illegal act. 
SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU 
sec. 317), states that if the auditor concludes that an illegal act has a material
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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effect on the financial statements, and the act has not been properly accounted 
for or disclosed, the auditor should express a qualified opinion or an adverse 
opinion on the financial statements taken as a whole, depending on the 
materiality of the effect on the financial statements.
6.04 When conducting an audit of a state or local governmental unit, the 
auditor’s understanding of the budget and the budgetary process is important. 
GASB Cod. sec. 2400 states that “Budgetary comparisons should be included 
in the appropriate financial statements and schedules for governmental funds 
for which an annual budget has been adopted.” Thus, the auditor needs to 
understand the budget and the budget process in order to evaluate the appro­
priateness of budget information that is presented in the financial statements. 
When GAAP requires the presentation of budget information in the financial 
statements, the failure of a governmental unit to present appropriate budgets 
may lead to inadequate financial statement disclosures that would require the 
auditor to modify his or her report on the financial statements. Knowledge of 
the budget process may also serve as a useful tool when performing analytical 
procedures during a governmental engagement. See paragraphs 6.26 through
6.28 for further information.
Types of Budgets
6.05 Governmental units may establish many different types of budgets, 
which may not be mutually exclusive. When one thinks of the term budget, one 
usually envisions a document developed to control revenues and expenditures 
for an operating period of one year. Expenditures may be controlled at the 
program, department, character, or object level of expenditure, as discussed 
later in this chapter. However, governmental units may develop a number of 
other budgets for various purposes and periods. Budgets also may be developed 
to measure service rather than monetary levels. Following are examples of 
other budgets that may be prepared by governmental units.
Capital Budgets
6.06 Capital budgets usually present estimates of revenues and expendi­
tures for a period of several years—usually four to six—and the proposed 
means of financing capital outlays. They are planning documents that typically 
emphasize major program or capital outlay plans. Capital budgets should be 
updated periodically as priorities change and/or unanticipated projects come 
up. In conjunction with the preparation of capital budgets and the related 
sources of financing, the governmental unit also can anticipate future changes 
in allowable debt levels and annual debt service requirements.
Proprietary Fund Flexible Budgets
6.07 The nature of most operations financed and accounted for through 
proprietary funds is such that the demand for the goods and services provided 
largely determines the appropriate level of revenues and expenses. Increased 
demand for the goods or services causes a higher level of expense to be 
incurred, but also results in a higher level of revenues. Thus, as in commercial 
accounting, flexible budgets—prepared for several levels of possible activity— 
typically are better for proprietary fund planning, control, and evaluation 
purposes than are fixed budgets. Ideally, the basis on which the budget is 
prepared should be consistent with the basis of accounting used.
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6.08 When formally adopted, the expense estimates of flexible budgets 
typically are not viewed as appropriations but as approved plans. Budgetary 
control and evaluation are effected by comparing actual interim or annual 
revenues and expenses with planned revenues and expenses at the actual level 
of activity for the period. In some instances, local legal requirements may 
require a budget to be adopted for proprietary funds.
Performance Budgets
6.09 Performance budgets cover programs but they emphasize output, 
units of work performed, or services rendered within each program, such as 
tons of waste collected in the rubbish disposal program. Performance budgets 
relate the input of resources to the output of services.
Budgetary Comparisons Included in Financial Statements
6.10 Governments are required to present as part of the GPFS a combined 
statement of revenues, expenditures, and changes in fund balances—budget 
and actual for the general and special revenue fund types and other govern­
mental fund types of the primary government for which annual appropriated 
budgets have been adopted. (See GASB Cod. sec. 2400.102 and .103.)
6.11 The minimum budget-basis presentation within the GPFS of a re­
porting entity is the aggregation by governmental fund type of the annual 
appropriated budgets for those funds, as amended, compared with related 
actual amounts. The annual appropriated budgets are those adopted by either 
the legislative or governing board of the primary government (and its compo­
nent units that have been blended and are, as a result, reported with the 
primary government). Budgetary data for discretely presented component 
units are not required to be presented in the reporting entity’s combined 
statement of revenues, expenditures, and changes in fund balance—budget 
and actual. (See GASB Cod. sec. 2400.103.)
Auditor's Responsibility for Budgetary Information
6.12 The basis on which a budget is prepared frequently is determined by 
state or local statutes, charters, or ordinances. When the budget has been 
prepared on a basis other than GAAP (for example, on a cash basis), the actual 
results reported on a GAAP basis should be restated to the same basis used in 
preparing the budget when preparing the actual and budget statement. The 
financial statements, or notes thereto, are required to provide a reconciliation 
of the actual results reported on a GAAP basis to the results reported on a 
budgetary basis.
6.13 Many governmental units approve amendments to the original 
budget during the year. The comparison of actual results to budgeted results 
included in the GPFS should include all approved budget amendments in the 
budgeted numbers reported.
6.14 Auditing standards do not provide for any difference in the level of 
audit assurance on the budgeted results reported versus the actual results 
reported. The auditor’s procedures related to the budgetary information pre­
sented may be limited to determining the following:
•  Which methods were used to assemble the original budget.
•  That amendments were properly approved during the year.
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•  That the budget reflects all approved amendments.
•  That applicable state and local statutes have been followed when 
adopting the budget and in approving subsequent amendments.
Budgetary Compliance With Laws and Regulations
6.15 SAS No. 74, Compliance Auditing Considerations in Audits of Gov­
ernmental Entities and Recipients of Governmental Financial Assistance 
(AICPA, Professional Standards, vol. 1, AU sec. 801), provides that the auditor 
should obtain an understanding of the possible effects on financial statements 
of laws and regulations that are generally recognized by auditors to have a 
direct and material effect on the determination of amounts in the financial 
statements in all audits of governmental units conducted in accordance with 
GAAS. A legally adopted budget—which may take many forms, ranging from 
a single document that identifies all revenue sources and expenditures to 
numerous revenue and appropriation bills or ordinances—is the legal author­
ity for the levy of taxes and the expenditure of monies. The auditor performs 
procedures to obtain an understanding of the laws governing the budgetary 
process and to determine whether budgets have been prepared and adopted in 
compliance with applicable laws and regulations. Those procedures may in­
clude, but are not limited to—
•  Discussing with management and/or legal counsel the applicable 
statutes and ordinances governing the legal status of the budget and 
its applicability to the various funds of the governmental unit.
•  Determining the level of budgetary control—that is, object, depart­
ment, program, or fund, and the adequacy of the accounting system to 
operate at that level of control.
•  Determining the basis of accounting on which the budget is prepared.
•  Considering whether the budgetary process was performed in accord­
ance with statutes and ordinances, including required public notifica­
tions and hearings.
•  Reviewing the adopted budget for proper approval.
•  Considering whether changes to the budget during the audit period 
were approved in accordance with applicable local and state laws.
•  Evaluating whether material expenditures over appropriations in 
individual funds are disclosed.
Level of Budgetary Control
6.16 The auditor evaluates the effect on the financial statements (that is, 
the need for additional financial statement disclosures) of noncompliance with 
laws and regulations governing expenditures in excess of budgetary appropria­
tions based on the legal level at which budgetary control is exercised. As stated 
in GASB Cod. sec. 2300.106, any excess of expenditures over appropriations in 
individual funds is to be disclosed in the notes to the GPFS. Budgetary control 
is commonly exercised at one of the following levels within the fund.
6.17 Program Function Level. A program budget emphasizes the cost 
of specific programs of governmental services without regard to the number of 
departments or divisions that may be involved in providing the services. 
Objectives are established for each program and costs to accomplish the 
objectives are estimated. The advantage of a program budget is that it consid­
ers the aggregate cost of individual programs. A disadvantage is that it is 
sometimes difficult to impose accountability on individual departments, divi­
sions, or agencies.
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6.18 O rganizational U n it o r  Departm ental Level. Budgeting by de­
partmental unit promotes responsibility accounting. This classification corre­
sponds with the governmental unit’s organization structure. A particular 
department may be charged with carrying out one or several activities or 
programs.
6.19 Character Level. In addition to program or departmental budgets, 
expenditures may be further classified by character, that is, on the basis of the 
fiscal period they are presumed to benefit. The major character classifications 
of expenditures are current expenditures, which benefit the current fiscal 
period; capital outlays, which are presumed to benefit both the present and 
future fiscal periods; and debt service, which is presumed to benefit prior fiscal 
periods as well as current and future periods. Intergovernmental, a fourth 
character classification, is appropriate where one governmental unit transfers 
resources to another, such as when states transfer shared revenues to local 
governments or act as intermediaries in federally financed programs. (See 
GASB Cod. sec. 1800.120.)
6.20 Object Level. Expenditures may be classified by object classes, 
that is, according to the types of items purchased or services obtained. Exam­
ples of current operating objects of expenditure classifications are personal 
services, supplies, and other services and charges. Capital outlays, intergovern­
mental, and debt service also are major objects-of-expenditure classifications.
6.21 In most governmental organizations, compliance with legal budget­
ary requirements is usually monitored at either the program or department 
level, although other levels may be used in some governmental units. The 
governmental unit also may monitor expenditures at the character or object 
level, but this is done usually for managing expenditures rather than as a legal 
requirement. For example, a governmental unit may monitor expenditures for 
a given department at the departmental level. The fact that salary costs of that 
department may exceed budget, but that outside services are less than budget, 
may be useful for management purposes. However, as long as that depart­
ment’s expenditures, in total, are less than the budgeted level, noncompliance 
with legal budgetary laws and regulations may not exist. In instances where 
the governmental unit was legally required to monitor expenditures at the 
object level, a given department’s salaries exceeding the budget may represent 
noncompliance with budgetary laws and regulations even though the depart­
ment, in total, spent less than the amount budgeted.
Encumbrances
6.22 A final component of budgetary accounting, which is characteristic 
of governmental units, is encumbrance accounting, especially in general and 
special revenue funds. Encumbrances represent formal commitments (usually 
contracts or purchase orders) to acquire goods or services not yet received. They 
may be recorded in the accounts to ensure that expenditures do not exceed 
appropriations. Encumbrances outstanding at year end do not represent ex­
penditures in accordance with GAAP. However, they may represent a portion 
of the fund balance that should be reserved for commitments made during the 
year.
6.23 Some state laws may require encumbrances outstanding at year end 
to be considered as expenditures to be charged against current year appropria­
tions. In these cases, encumbrances will be included with the expenditures 
reported on the budget and actual comparison statements. Outstanding 
encumbrances at the beginning and end of the year would be used to reconcile
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expenditures reported on the combined statement of revenues and expendi­
tures with expenditures reported on the budget and actual budgetary-basis 
financial statement. The method by which encumbrances are accounted for and 
reported should be consistently applied and disclosed in the summary of 
significant accounting policies. (See GASB Cod. sec. 1700.130.)
Audit Considerations
6.24 The auditor’s understanding of a governmental unit’s practices in 
developing a budget and controlling operations through the budget may be a 
significant component of the auditor’s understanding of the control environ­
ment of a governmental unit. The portion of appendix B, “Financial Reporting 
Information Systems and Controls Forms—Governmental Units,” that relates 
to the budgetary process may be considered by the auditor in performing a risk 
assessment.
6.25 In documenting the understanding of the controls a governmental 
unit uses to develop and implement the budget, the auditor considers controls 
that may be in place to ensure that expenditures have been properly approved, 
monitored, and classified within the accounts. If the auditor determines that 
these controls have been placed in service and are functioning properly, the 
auditor may assess control risk at less than the maximum and use the budget 
as a basis for reducing some substantive tests that otherwise may be necessary.
6.26 Under SAS No. 56, Analytical Procedures, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 329), the auditor performs analytical 
procedures in both the planning and overall review phases of all audit engage­
ments. An analytical procedure that compares actual results to budgeted 
results may be useful during the planning phase of the audit. However, the 
auditor must consider the effectiveness of the client’s approach to budgeting 
and its philosophy regarding amendments to the budget, as well as the effec­
tiveness of the client’s controls over proper recording and classification of 
expenditures.
6.27 Some governments adopt a budget after a thorough and thoughtful 
process and then use it to control operations. Other governments adopt a 
preliminary budget and amend it frequently, essentially allowing the budget 
to follow the results of operations. In the latter situation, comparing actual 
results to either the original or amended budgets may not be very useful. And, 
whether subsequently amended or not, if the original budget was not intended 
to be an operating guide, comparing actual results to the original budget may 
not be useful.
6.28 On the other hand, when amending the budget, management of the 
governmental unit already may have investigated adequately and approved 
the variances of current results compared with the original budget. Therefore, 
the auditor may conclude that no further investigation is needed and that 
comparisons of actual results against amended budgeted results may identify 
adequately variances otherwise requiring additional investigation by the auditor.
Management Representations
6.29 As part of obtaining representations from management at the con­
clusion of the audit, the auditor may want to obtain specific representations, 
such as the following, about the budgetary process from management in the 
management representation letter.
•  Applicable laws and regulations have been followed in adopting the 
budget.
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•  Approved budget amendments have been incorporated into the budget 
information included in the financial statements.
•  Applicable laws and regulations have been followed in approving 
amendments to the original budget.
6.30 Even though the auditor’s responsibilities for the budget information 
included in the GPFS are limited to those described above, the auditor may 
become aware, during the course of the audit, of inappropriate budgeting 
techniques or estimates. With declining federal and state support of local 
government operations, declining tax bases, and other economic factors, gov­
ernmental units sometimes utilize unique budgetary practices that may be 
inappropriate or unachievable. Even though not required by professional 
standards (unless the techniques or estimates represent errors, irregulari­
ties,or illegal acts), the auditor may want to communicate his or her findings 
or concerns to appropriate levels of management within the governmental 
entity.
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Chapter 7 
Cash and Investments’
Introduction
7.01 Although the cash and investment transactions of governmental 
units are similar to those of business enterprises, they differ in several signifi­
cant ways. These differences include the nature of transactions, accounting 
and compliance, financial statement presentation and disclosure, internal 
control and auditing considerations.
7.02 GASB Cod. secs. C20, D25, I50, I55, I60, In5, Pe5, Pe6, Po20, 2300.601, 
and 2450 provide guidance on the accounting and financial statement presen­
tation and disclosure requirements for cash and investment transactions. 
Additional guidance is provided in Chapters 1, 5, and 6 of the GASB staff 
document, Comprehensive Implementation Guide (GASB Q&A).
Nature of Transactions 
Decentralization
7.03 Cash is collected by governments to support a variety of functions 
and is often collected at a number of locations, such as tax collection depart­
ments for income, sales, or property taxes; billing departments for services 
rendered; courts for fines or judgments; and recreational facilities for user fees. 
In some cases, the decentralization of cash collections results when elected tax 
collectors function entirely separately from other finance or organizational 
departments of the governmental unit. Collections generally include many 
small receipts, as well. Because all cash collections may not be under the direct 
control of a centralized treasury, internal control procedures related to receiv­
ing, depositing, and recording cash may increase control risk.
Check Truncation
7.04 Because the Uniform Commercial Code (UCC S-406(I)) provides that 
a bank is under no obligation to return canceled checks to a customer if it makes
The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
In March 2003, the Governmental Accounting Standards Board (GASB) issued GASB State­
ment No. 40, Deposit and Investment Risk Disclosures, to address disclosures for deposit and 
investment risks. That Statement modifies and eliminates certain disclosures required by GASB 
Statement No. 3, Deposits with Financial Institutions, Investments (including Repurchase Agree­
ments), and Reverse Repurchase Agreements. GASB Statement No. 40 is effective for audits of 
financial statements for fiscal years beginning after June 15, 2004. Earlier application is permitted.
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such checks available to customers in “a reasonable manner,” many banks have 
developed the practice of not returning canceled checks, called check trunca­
tion. The management of a governmental unit is responsible for maintaining 
sufficient internal control to compensate for the absence of returned canceled 
checks. If  state laws or agreements for intergovernmental financial assistance 
programs provide that the governmental unit is responsible for maintaining 
records that include canceled checks, the auditor should consider whether the 
absence of canceled checks constitutes noncompliance.
Accounting, Auditing, and Compliance Considerations
7.05 The audit of cash and investment transactions of governmental units 
is also affected by certain other factors, such as the pooling of cash and 
investments from all funds, state and local restrictions on the type of deposits 
or investments permitted, and the requirement for obtaining collateral and 
complying with arbitrage rules.
Pooling of Cash and Investments
7.06 Governmental units commonly pool both the cash and the invest­
ments of all funds for reasons of physical custody and control, enhanced 
investment opportunities, or operating efficiency. Pooling cash or investment 
activities may simplify collection, custody, and disbursement. In some cases, 
however, pooling cash and investments is prohibited by state or local laws or 
by clauses in contractual or debt-financing agreements. For example, a bond 
indenture may prohibit pooling the cash in a sinking fund with that of other funds.
7.07 When governmental units pool the cash accounts of several funds, 
each fund has an interest in the pooled account. When one fund overdraws its 
share of the pooled account, that fund should report an interfund liability to 
the fund that the management of the governmental unit deems to have loaned 
the cash or investments to the overdrawn fund. The fund deemed to have 
loaned the cash or investments should report an interfund receivable from the 
borrowing fund. This treatment is unaffected by whether the loaning and 
borrowing funds are of the same or different fund types. If the pooled cash 
account for the governmental unit is overdrawn in total, the balance should be 
classified as a fund liability.
7.08 Pooled cash accounts or investments within a governmental unit 
may also require an analysis of the reasonableness of management’s allocation 
of investment earnings to the funds participating in the pool. Also, GASB Cod. 
sec. I50.112 states that often, income from investments associated with one 
fund is assigned to another fund because of legal or contractual provisions. In 
that situation, the accounting treatment should be based on the specific 
language of the legal or contractual provisions. If, however, the investment 
income is assigned to another fund for other than legal or contractual rea­
sons—for example, management decision—the income should be recognized in 
the fund that reports the investments. The transfer of that income to the 
recipient fund should be reported as an operating transfer. See GASB Cod. sec. 
I50.112 for further details.
7.09 A governmental unit may also enter into an agreement to undertake 
cooperatively the investment of its money with another government or with a 
private entity such as a mutual fund. Many states operate investment pools for 
the benefit of their local governments. Such an agreement may authorize a 
single investment transaction or provide for the pooling and investment of idle
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funds on an ongoing basis. This type of agreement should include provisions 
for the types of investments that are permissible; the procedures for making 
each type of investment; whether the investments will be held in the name of 
a single participant or all the participants; the manner in which income, losses, 
and expenses will be shared; and the circumstances under which each partici­
pant may redeem or liquidate its interest therein.
State and Local Restrictions
7.10 State statutes or local ordinances usually limit the types of deposits 
and investments governmental units may acquire. GASB Cod. sec. I50, para­
graphs .904 through .960, addresses the nature and types of deposits with 
financial institutions and investments and the risks associated with them. 
Expenditure of cash or the use of investments may be restricted by contractual 
agreements or legal requirements. For example, bond proceeds may be re­
stricted for expenditure on a specific capital project.
Repurchase and Reverse Repurchase Agreements and Securities 
Lending Transactions
7.11 A repurchase agreement is a hybrid transaction that has features of 
both a purchase and sale, and a secured loan. The characterization of a 
repurchase agreement as a purchase and sale is important to governments 
because many are prohibited from lending assets to private organizations. This 
prohibition may extend to lending cash and investments in the form of repur­
chase or reverse repurchase agreements. Often, a government will enter into a 
repurchase agreement providing for the purchase of specific securities matched 
simultaneously with an agreement to sell back those same securities to the 
third party at an increased price, which produces an economic gain that is 
accounted for as interest earnings. Other types of repurchase agreements, as 
well as related accounting and financial reporting guidance, are discussed 
further in GASB Cod. sec. I50. Governments may enter into a master repur­
chase agreement to clarify the intent and rights of the parties to the transac­
tion. A reverse repurchase agreement occurs when the government has sold 
securities and entered into an agreement to repurchase them at some future 
date. This type of agreement presents both market and credit risk to the 
government. Auditors should refer to GASB Cod. sec. I55 for additional guid­
ance on reverse repurchase agreements. Securities lending transactions are 
transactions in which governmental entities transfer their securities to broker- 
dealers and other entities for collateral—which may be cash, securities, or 
letters of credit—and simultaneously agree to return the collateral for the 
same securities in the future. Auditors should refer to GASB Cod. sec. I60 for 
additional guidance on securities lending transactions.
Collateralization
7.12 Some state statutes or local ordinances require collateralization of 
cash deposits by the depository institutions when they exceed the amount of 
any depository insurance. The purpose of designated collateral is to provide 
protection for deposits of the state or political subdivision. A governmental unit 
may require the depository institution to pledge specified types of securities as 
collateral equal to, for example, 100 percent to 110 percent, of the uninsured 
deposits. The statute or ordinance often specifies the type, ratio, or dollar 
amount of collateral required when the deposits exceed depository insurance. 
GASB Cod. secs. C20 and I50 provide a discussion on secured bank balances, 
collateralized or uncollateralized (see also Chapter 1 of the GASB Q&A).
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Arbitrage
7.13 Arbitrage earnings result when proceeds of debt issues are invested 
in securities yielding a higher rate of interest than that which is incurred on 
the debt issue. As discussed in chapter 11, “Debt and Debt Service,” some 
governmental units issuing tax-exempt debt are required to comply with 
Internal Revenue Service (IRS) arbitrage rules for rebating to the federal 
government excess earnings from investment of tax-exempt debt proceeds.
Financial Statement Presentation and Disclosure
7.14 The equity position of each fund or component unit in an internal 
investment pool should be reported as assets in those funds and component 
units. Therefore, each fund with a position in the internal investment pool 
should report its position as, for example, equity in cash management pool, 
equity in internal investment pool, cash and cash equivalents, or investments. 
It is sometimes necessary to classify certain cash and investments as restricted 
assets to comply with legal or contractual requirements (that is, revenue bond 
proceeds, reserve funds). In addition, the following specific GASB require­
ments require consideration:
•  Cash and Cash Equivalents. On the combined balance sheet, one line 
is usually used to show the cash position amounts for each fund type 
and discretely presented component unit entities. GASB Cod. sec. 
2450 requires a statement of cash flows for all proprietary and nonex­
pendable trust funds and component unit entities using proprietary 
fund accounting. Cash equivalents generally include all investments 
with original maturities of three months or less from the date of 
purchase. GASB Cod. sec. 2450.105 states that the total amounts of 
cash and cash equivalents at the beginning and the end of the period 
in the statement of cash flows should be easily traceable to similarly 
titled items or subtotals shown in the statements of financial position 
as of those dates. See GASB Cod. sec. 2450.106 for a definition of cash 
and cash equivalents.
•  Investments. GASB standards require that governmental entities 
report many of their investments at fair value and permit or require 
cost-based measures for certain investments and in certain circum­
stances. GASB Cod. secs. I50 and In5 establish accounting and finan­
cial reporting standards for investments held by government external 
investment pools. GASB Cod. secs. Pe5 and Pe6 establish accounting 
and financial reporting standards for investments held by defined 
benefit and defined contribution pension plans, respectively. For other 
governmental entities, GASB Cod. sec. I50 establishes standards for 
investments in (a) interest-earning investment contracts, (b) external 
investment pools, (c) open-end mutual funds, (d ) debt securities, and 
(e) equity securities, option contracts, stock warrants, and stock rights 
that have readily determinable fair values. Other investments in 
governmental funds generally are reported using cost-based meas­
ures. Cod. secs. D25 and Po20 establish additional accounting and 
financial reporting standards for investments held by Internal Reve­
nue Code section 457 deferred compensation plans (see paragraph 
14.14) and public entity risk pools, respectively. All investment in­
come, including changes in the fair value of investments, is recognized 
in the operating statement (or other statement of activities.)
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•  Disclosures for Deposits With Financial Institutions, Investments (In ­
cluding Repurchase Agreements), Reverse Repurchase Agreements, 
and Securities Lending Transactions. GASB Cod. secs. C20, I50, I55, 
I60, and In5 require certain disclosures about deposits with financial 
institutions, investments, reverse repurchase agreements, and secu­
rities lending transactions. Also, GASB Cod. sec. I50.601 clarifies the 
reporting of deposits and investments for certain bank holding trans­
actions. Among the required disclosures are the types of investments 
authorized by legal or contractual provisions, descriptions of the 
nature and extent of any restrictions or commitments, the methods 
and significant assumptions used to estimate the fair value of invest­
ments (if that fair value is based on other than quoted market prices), 
and the policy for determining which investments, if any, are reported 
using cost-based measures.*
•  Derivatives and Similar Investment Transactions. GASB Cod. sec. 
2300.601 requires certain disclosures about derivatives and similar 
investment transactions.*
7.15 For investments that are reported using cost-based measures, audi­
tors should consider whether unrealized losses are properly recorded due to 
decreases in market value when the market decline is not due to a temporary 
condition. The liquidity needs of the governmental unit may require sales of 
investments at losses subsequent to the balance-sheet date. In such circum­
stances, auditors should consider whether this represents objective evidence of 
a permanent decline that should be recognized in the current financial state­
ments. Paragraphs 47 and 48 of SAS No. 92, Auditing Derivative Instruments, 
Hedging Activities, and Investments in Securities (AICPA, Professional Stand­
ards, vol. 1, AU sec. 332.47 and .48), include guidance for auditors when 
evaluating whether management has considered relevant information in de­
termining whether an other-than-temporary impairment condition exists.
Assertions
7.16 The categories of financial statement assertions and the specific 
audit objectives applicable for cash and investments are related as follows:
•  Existence or Occurrence. Cash and investments in the combined bal­
ance sheet are on hand, in transit, on deposit with third parties 
(depositories) in the name of the governmental unit, or are held by a 
third party (trust or custodian agent) on behalf of the governmental unit.
•  Completeness. All cash and investment balances of the governmental 
unit are reported.
•  Rights and Obligations. Depositories and investment counterparties 
are legally acceptable. If law requires depository institutions to main­
tain specified collateral, such collateral is adequate. Investments are 
of types authorized by law and the investment policy of the govern­
mental unit.
* See footnote ** to paragraph 7.02.
* In March 2003, the GASB staff released proposed Technical Bulletin (TB) 2003-a, Disclosure 
Requirements for Derivatives Not Presented at Fair Value on the Statement of Net Assets, to supersede 
GASB Technical Bulletin No. 94-1, Disclosures about Derivatives and Similar Debt and Investment 
Transactions. The proposed TB would require note disclosure of the nature of derivative transactions 
not reported at fair value on the statement of net assets, and their significant terms, fair values, 
risks, and associated debt. The GASB staff expects to finalize the proposed TB as GASB Technical 
Bulletin 2003-1 by June 2003. It would be effective for financial statements for periods ending after 
June 15, 2003, with earlier application encouraged.
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• V a lua tion  o r A lloca tion . Cash and investment balances reflect a 
proper cutoff of receipts and disbursements and are reported at the 
proper amount. Income gains or losses are allocated to the appropriate 
funds.
• Presentation a nd  Disclosure. Cash and cash equivalents, invest­
ments, and restricted cash and investments are reported separately 
by fund type. Related disclosures are adequate, and balances are fairly 
stated on a basis consistent with that of the preceding year.
Internal Control and Auditing Considerations
7.17 The portion of appendix B, “Financial Reporting Information Sys­
tems and Controls Forms—Governmental Units,” that relates to cash and 
investments may be considered by the auditor in performing a risk assessment.
7.18 The auditor should obtain an understanding of internal control over 
cash and investments. This understanding should consider the nature of all 
significant types of investment transactions, especially repurchase and reverse 
repurchase agreements, so that appropriate audit procedures may be assigned 
to each type of investment. The auditors should also consider the various types 
of risks involved, including business risk, market risk, credit risk, and risk of 
collateral loss, as well as the steps taken by the governmental unit to control 
those risks. Guidance on evaluating risks is provided in the AICPA Audit and 
Accounting Guide Banks and  Savings In s titu tio n s .
7.19 Highly decentralized cash collection procedures potentially increase 
inherent and control risks. The auditor should consider the internal control 
over collection procedures at each of the various cash collection locations. Each 
location should have adequate segregation of duties to provide reasonable 
assurance of the completeness and accuracy of recorded cash transactions and 
balances.
7.20 Internal control should provide reasonable assurance of compliance 
with laws and regulations governing the collection deposit and investment of 
cash. Controls should exist to provide reasonable assurance of proper segrega­
tion of cash and investments and of allocations of related earnings, gains, or 
losses among the various funds of the governmental unit.
7.21 The auditor should consider the controls designed to prevent im­
proper interfund borrowings, and to prevent or detect unrecorded cash re­
ceipts, especially from fines and other sources of revenue of a high volume of 
individual, small, cash receipts.
7.22 There are related activities, such as recreational or school activity 
funds, that may be part of the reporting entity under GASB Cod. sec. 2100. 
Cash shortages incurred through those activities may result in liabilities of the 
governmental unit.
Audit Procedures
7.23 In planning the audit of cash and investments, it is usually efficient 
and effective to apply the audit procedures for all funds of the entity, as a 
whole, rather than by fund type or by individual fund. These procedures 
include determining that the governmental unit’s cash records agree with 
depositories’ records by reviewing bank reconciliations and, in some cases, cut 
off bank statements obtained directly from the bank.
7.24 The cash and investment balances may be confirmed with banks or 
other depositories as of the balance-sheet date using the A IC P A  S tanda rd  
F orm  to C on firm  Account Balance In fo rm a tio n  W ith  F in a n c ia l In s titu tio n s . 
This confirmation form is limited to corroboration of information supplied by
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the governmental unit to the auditor (for example, deposit and loan balances). 
It is not designed to obtain information that the governmental unit would not 
ordinarily disclose (for example, contingent liabilities, security agreements). A 
separate request is sent to the governmental unit’s account manager at the 
bank or other depository to elicit information on matters such as contingent 
liabilities. Investment balances with entities other than depositories should be 
confirmed directly with the custodians.
7.25 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 
332), provides guidance on planning and performing auditing procedures for 
financial statement assertions about those items, as defined in certain FASB 
standards and SAS No. 92.* Among other things, SAS No. 92:
•  Indicates that an auditor may need special skill or knowledge to plan 
and perform auditing procedures for certain assertions about deriva­
tives and securities, such as the ability to identify a derivative that is 
embedded in a contract or agreement.
•  Presents examples of factors that affect inherent and control risk for 
assertions about derivatives and securities.
•  Provides examples of audit procedures for derivatives, securities, and 
hedging activities.
Auditors should consider the guidance of SAS No. 92 in their audits of a 
government’s cash and investments.
7.26 In addition, the auditor should consider performing procedures, as 
appropriate, relative to—**
•  Whether controls have been established and are in place over all 
activities and locations receiving, maintaining, and expending cash 
and investments.
•  Whether there is compliance with legal or official authority for all 
depositories and investments.
• Whether interfund cash and investment transactions have been prop­
erly identified, classified, approved, and reported.
•  Whether there is compliance with laws, regulations, and investment 
policies governing the deposit, investment, and collateralization of 
public funds.
•  The adequacy of collateral.
•  The appropriateness of the allocation of earnings and gains or losses 
from pooled cash and investments to individual funds.
•  With regard to investments that are reported using cost-based meas­
ures, whether the liquidity requirements of the governmental unit will 
require sales of investments at a loss, which should be reported 
currently in the financial statements.
SAS No. 92 applies to audits of governmental entities even though the definitions it uses in 
paragraphs 2 through 4 to define its scope are from FASB standards. In addition, the AICPA Audit 
Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, provides 
practical guidance for implementing SAS No. 92.
As discussed in part in this chapter, generally accepted accounting principles (GAAP) require 
measurements and disclosures relating to fair value for many investments and investment-related 
transactions. In January 2003, the AICPA Auditing Standards Board (ASB) issued SAS No. 101, 
Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1, AU sec. 
328), to establish standards and provide guidance on auditing fair value measurements and disclo­
sures in financial statements. SAS No. 101 is effective for audits of financial statements for periods 
beginning on or after June 15, 2003. Earlier application is permitted.
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Chapter 8 
Receivables and Revenues*,**
Introduction
8.01 Receivable and revenue transactions in governmental funds are 
closely related, and many audit procedures apply to both of them. Evidence 
supporting assertions in the balance sheet about receivables also supports 
assertions about revenues in the statement of revenues, expenditures, and 
changes in fund balance.
Nature of Transactions
8.02 In governmental funds, receivables usually arise as a result of 
revenue transactions. Governmental funds receive revenues from a variety of 
sources, including intergovernmental grants; taxes; and licenses and permits; 
and charges and fees collected in return for services. Interfund receivables may 
also be generated by the transfer or advance of resources between funds.
8.03 Governmental units sometimes provide capital improvements or 
services to benefit a particular group of property owners rather than the 
general citizenry by creating special assessment districts, providing or 
arranging financing, and billing and collecting the assessments. Revenues 
and expenditures for service-type special assessments are reported in a 
general, special revenue, or enterprise fund, as appropriate. Revenues and 
expenditures for capital-type special assessments are usually reported in a 
capital projects, debt service, or enterprise fund, as appropriate. See GASB 
Cod. sec. S40.
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
** The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Accounting and Auditing Considerations 
General Principles
8.04 According to GASB Cod. sec. 1600.106, revenues are recognized in 
the accounting period in which they become susceptible to accrual, that is, 
when they become both measurable and available (in this context accrual 
refers to the modified accrual basis of accounting). The term available gener­
ally means collectible within the current period or soon enough thereafter to be 
used to pay liabilities of the current period. Measurable refers to the ability to 
quantify in monetary terms the amount of the revenue and receivable. GASB 
Cod. sec. 1600.129 states that transfers of financial resources among funds 
should be recognized in all funds affected in the period in which the interfund 
receivable(s) and payable(s) arise. Chapter 12, “Interfund Transactions and 
Fund Equity,” describes the various types of interfund transactions.
Receivables
8.05 Revenue-related Receivables. GASB Cod. sec. 1600.107 through 
1600.116 states that governmental fund revenues that usually can and should 
be recognized on the accrual (in this context, the modified accrual) basis, 
include property taxes, regularly billed charges for inspection or other rou­
tinely provided services, most grants from other governments, and sales and 
income taxes where taxpayer liability has been established and collectibility is 
assured or losses can be reasonably estimated. The property taxes due a 
government, net of estimated uncollectibles, typically can be determined and 
recorded in the accounts when levied. (See also GASB Cod. sec. N50.114 
concerning the reporting of property tax receivables.) Deferred revenues are 
recorded when amounts reported as receivables have not been recognized as 
revenues.
8.06 Intergovernmental Financial Assistance. Recognition of reve­
nue from most grants, entitlements, and shared revenues is described in GASB 
Cod. sec. N50, which addresses nonexchange transactions. Revenue from 
grants, entitlements, and shared revenues that are nonexchange transactions 
is recognized in governmental funds when all applicable eligibility require­
ments are met* and the resources are available. See the further discussion at 
paragraphs 8.16 through 8.23. GASB Cod. sec. N50 also establishes accounting 
and financial reporting standards for pass-through grants and on-behalf pay­
ments for fringe benefits and salaries and GASB Cod. sec. F60 establishes 
accounting and financial reporting standards for food stamps.
8.07 Interfund Transaction-Related Receivables. Receivables are 
also created by loans or advances to other funds of the governmental unit, the 
generation of revenues in quasi-external transactions (such as payments in 
lieu of taxes due from an enterprise fund), and reimbursements due from other 
funds not received at the reporting date. Interfund transactions are described 
further in chapter 12. The assessment of collectibility of interfund receivables 
is the same as for any other receivable. If  the receivable is not deemed 
collectible, in whole or in part, it should be written off or written down to net 
realizable value, and the transaction classified as an operating transfer or a
* Footnote 10 of GASB Statement No. 33 provides that recognition of assets and revenues 
should not be delayed pending completion of purely routine requirements, such as the filing of claims 
for allowable costs under a reimbursement program or the filing of progress reports with the provider.
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residual equity transfer by each fund, depending on the substance of the 
original transaction.
Revenues
8.08 Some revenues are recognized when received in cash and, conse­
quently, no receivable is recorded. Other revenues are accrued and related 
receivables are established. The following discussion describes the accounting 
and financial reporting practices applicable to several common sources of 
revenues for governments.
8.09 Taxes. Taxes are the major source of revenue for most govern­
ments. Recognition of tax revenue varies depending on whether the tax is 
considered a derived tax revenue or an imposed nonexchange revenue. Fur­
ther, recognition in the governmental funds also is subject to the “availability" 
criterion.
8.10 Property Taxes. Governments should recognize governmental 
fund revenues from property taxes, net of estimated refunds and estimated 
uncollectible amounts, in the period for which the taxes are levied, subject to 
the “availability” criterion. Property taxes are ordinarily considered available 
if they are collected within the current year or sixty days following the end of 
the year. Because of unusual circumstances, if the facts justify a period greater 
than sixty days, the governmental unit should disclose the period being used 
and the facts justifying that revenue recognition policy. Recognition of property 
tax revenue is described in GASB Cod. sec. P70.
8.11 Income, Sales, and Similar Taxes. Income taxes, sales taxes, 
and other assessments on earnings or consumption generally meet the defini­
tion in GASB Statement No. 33 of derived tax revenues. Consequently, govern­
ments should recognize governmental fund revenues from these taxes, net of 
estimated refunds and estimated uncollectible amounts, when the underlying 
exchange transaction occurs (for example, when a retail sale is made or when 
a taxpayer earns taxable income), subject to the “availability” criterion.
8.12 Licenses, Permits, and Other Similar Fees. Revenues from li­
censes, permits, and other similar fees usually are recorded when cash is 
received. However, if those revenues arise from nonexchange transactions, 
they should be accounted for using the provisions of GASB Statement No. 33 
(see paragraphs 8.16 through 8.23).
8.13 Services Financed by Special Assessments. Service-type special 
assessments do not result in the construction of assets and generally are not 
associated with the issuance of long-term debt. Service-type assessments often 
are established in response to limitations on property tax rates where basic 
services or additional services are provided to property owners on an assess­
ment basis. The type of services provided under these arrangements include 
streetlighting and streetcleaning, weed cutting, and snow removal.
8.14 GASB Cod. sec. S40.114 states that service-type special assessment 
revenues should be treated like user fees. Service-type special assessments 
may either be exchange or exchange-like transactions or nonexchange trans­
actions. If  those assessments are nonexchange transactions, the revenue 
should be recognized using the provisions of GASB Cod. sec. N50.
8.15 Receivables of all funds should be evaluated as to collectibility and, 
if necessary, allowances for estimated uncollectible amounts should be recorded.
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Nonexchange Transactions
8.16 GASB Statement No. 33, Accounting and Financial Reporting for 
Nonexchange Transactions, establishes accounting and financial reporting 
standards for nonexchange transactions involving financial or capital re­
sources (for example, most taxes, grants, and private donations). In a nonex­
change transaction, a government gives (or receives) value without directly 
receiving (or giving) equal value in return. The principal issue addressed in 
that Statement is the timing of recognition of nonexchange transactions. GASB 
Statement No. 33 was amended by GASB Statement No. 36, Recipient Report­
ing for Certain Shared Nonexchange Revenues, which supersedes paragraph 28 
of GASB Statement No. 33 to require recipient governments to account for the 
sharing of revenues in the same manner as provider governments. The provi­
sions of GASB Statement No. 33, as amended, are reflected primarily in GASB 
Cod. sec. N50.*
8.17 GASB Statement No. 33, as amended, identifies four classes of 
nonexchange transactions based on shared characteristics that affect the 
timing of recognition:
1. Derived tax revenues, which result from assessments imposed on 
exchange transactions (for example, income taxes, sales taxes, and 
other assessments on earnings or consumption).
2. Imposed nonexchange revenues, which result from assessments im­
posed on nongovernmental entities, including individuals, other 
than assessments on exchange transactions (for example, property 
taxes and fines).
3. Government-mandated nonexchange transactions, which occur when 
a government at one level provides resources to a government at 
another level and requires the recipient to use the resources for a 
specific purpose (for example, federal programs that state or local 
governments are mandated to perform).
4. Voluntary nonexchange transactions, which result from legislative or 
contractual agreements, other than exchanges, entered into willingly 
by the parties to the agreement (for example, certain grants and 
private donations).
8.18 GASB Statement No. 33, as amended, also distinguishes between 
two kinds of stipulations on the use of resources: time requirements and 
purpose restrictions. Time requirements affect the timing of recognition of 
nonexchange transactions; purpose restrictions should not affect when a non­
exchange transaction is recognized.
8.19 The timing of recognition for each class of nonexchange transaction 
is as follows (assuming the accrual basis, except where indicated for revenue 
recognition):
•  Derived tax revenues
— Assets—When the underlying exchange transaction occurs or 
resources are received, whichever is first.
* The AICPA Audit and Accounting Guide Audits of State and Local Governments (GASB 34 
Edition), fully incorporates the provisions of GASB Statement No. 33, as amended, and users should 
consider referring to that Guide for accounting and auditing guidance concerning nonexchange 
transactions.
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— Revenues—When the underlying exchange transaction occurs. 
(When modified accrual accounting is used, resources also should 
be “available.”) Resources received before the underlying ex­
change has occurred should be reported as deferred revenues 
(liabilities).
•  Imposed nonexchange revenues
— Assets—When the government has an enforceable legal claim to 
the resources or resources are received, whichever is first.
— Revenues—In the period when use of the resources is required or 
first permitted by time requirements (for example, for property 
taxes, the period for which they are levied), or at the same time 
as the assets if time requirements have not been established. 
(When modified accrual accounting is used, resources also should 
be “available.”) Resources received or recognized as receivable 
before the time requirements are met should be reported as 
deferred revenues.
•  Government mandated and voluntary nonexchange transactions
— Assets ( recipients) and liabilities (providers)—When all applicable 
eligibility requirements are met or (for asset recognition) re­
sources are received, whichever is first. Eligibility requirements 
are established by the provider and may stipulate the qualifying 
characteristics of recipients, time requirements, allowable costs, 
and other contingencies.
— Revenues (recipients) and expenses/ expenditures (providers)— 
When all applicable eligibility requirements are met. (When modi­
fied accrual accounting is used, resources also should be 
“available.”) See GASB Cod. sec. N50.119 and .120 for recognition 
requirements for government-mandated and voluntary nonex­
change transactions in which the provider transmits cash or other 
assets that cannot be sold, disbursed, or consumed until a future 
period or a specific event has occurred, if ever.
8.20 GASB Statement No. 33, as amended, also provides guidance on recog­
nizing promises made by private donors, contraventions of provider stipulations, 
and nonexchange revenues administered or collected by another government.
8.21 The modified accrual provisions of GASB Statement No. 33, as 
amended, should be used for governmental funds and expendable trust funds, 
and the accrual provisions should be used for proprietary funds; nonexpend­
able, pension, and investment trust funds; colleges and universities that use 
the AICPA College Guide model (see GASB Cod. sec. Co5); and entities that 
use proprietary fund accounting. (The provisions of GASB Statement No. 33, 
as amended, for accrual-basis revenue recognition for governmental activities 
cannot become effective until GASB Statement No. 34, Basic Financial 
Statements— and Management’s Discussion and Analysis—for State and Local 
Governments becomes effective. GASB Statement No. 34 requires the presen­
tation of accrual-basis financial information for governmental activities in the 
government-wide financial statements.)
8.22 GASB Statement No. 33, as amended, requires governments to 
recognize capital contributions to proprietary funds and to other governmental 
entities that use proprietary fund accounting as revenues, not contributed 
capital. However, governments should not restate contributed capital arising 
from periods prior to implementation of GASB Statement No. 33, as amended, 
until they implement GASB Statement No. 34, which requires restatement of 
those prior-period balances.
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8.23 Readers should refer to the full text of GASB Statement Nos. 33 and 
36 when considering accounting and reporting issues related to nonexchange 
transactions.
Financial Statement Presentation and Disclosure
8.24 The summary of significant accounting policies should describe the 
accounting principles used for recognizing all material revenues. The descrip­
tion of the property tax revenue recognition policy should follow the guidance 
contained in GASB Cod. sec. P70. If intergovernmental grant revenues are 
subject to adjustment as, for example, when significant questioned costs may 
be identified in a grant compliance audit, the auditor should consider whether 
a loss contingency exists and, if so, whether a liability should be recorded or 
additional disclosure is required.
8.25 The amount of interfund receivables and payables, by fund, reported 
in the financial statements is a required disclosure, which generally is pre­
sented in a footnote. (See GASB Cod. sec. 2300.106 and chapter 12.)
Assertions
8.26 The categories of financial statement assertions and the specific 
audit objectives applicable for receivables and revenue are related as follows:
•  Existence or Occurrence. Only revenues that are measurable and 
available in the fiscal period are recorded, and receivables repre­
senting amounts uncollected at the end of the period are valid.
•  Completeness. Revenues that are available and measurable in the 
fiscal period and all receivables are recorded; some receivables may 
not result from revenue transactions.
•  Rights and Obligations. The governmental unit has satisfied the 
relevant legal requirements to receive all revenues and receivables 
recorded.
•  Valuation or Allocation. Revenues are billed or charged and recorded 
at the correct amount, and receivables are stated at the net realizable 
amount.
•  Presentation and Disclosure. Revenues, receivables, and deferred 
revenues are properly classified by fund type in the financial state­
ments, and related disclosures are made.
Internal Control and Auditing Considerations*
8.27 The auditor determines the governmental unit’s various revenue 
sources by reading legal documents, such as budgets, enabling legislation, and
* In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, 
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU  
sec. 316), to supersede SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, 
Professional Standards, vol. 1, AU sec. 316A). SAS No. 99 is effective for audits of financial 
statements for periods beginning on or after December 15, 2002. Earlier application is permitted. 
Paragraph 41 of SAS No. 99 (AU sec. 316.41) requires the auditor ordinarily to presume that there is 
a risk of material misstatement due to fraud relating to revenue recognition. Paragraph 83 of the SAS 
(AU sec. 316.83) requires documentation of the auditor’s reasoning if the auditor has not identified 
improper revenue recognition as a risk of material misstatement due to fraud. Appendix A  [paragraph
3.49] of chapter 3, “Planning the Audit,” describes the requirements of SAS No. 99 and discusses 
government-specific considerations.
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grant agreements; inquiring of responsible officials concerning sources of 
revenue; and reviewing the financial statements of the prior period. When the 
sources and amounts of anticipated revenues are identified, the auditor obtains 
a more detailed understanding of internal control over the processes for billing, 
collection, and receipt for the major revenue sources.
8.28 The portion of appendix B, “Financial Reporting Information Sys­
tems and Controls Forms—Governmental Units,” that relates to the revenue 
cycle and receivables may be considered by the auditor in performing a risk 
assessment.
8.29 Additional internal control features related to specific sources of 
revenues and receivables include the following for property taxes:
•  Periodic comparison of tax assessment rolls to real estate property files 
for completeness and proper jurisdictional boundaries
•  Periodic redetermination of property assessments
•  Annual reconciliation of the current year’s roll to the prior year’s roll
•  Prompt updating of assessor’s records for transfers of property
•  Separation of the tax collection function from all other financial 
functions
•  Establishment of and compliance with specific written procedures for 
abatements, exonerations, and refunds
•  Vesting of authority to abate interest and penalties in an individual, 
independent of the tax collection function
•  Totaling and comparing individual tax bills to total tax levy before mailing
•  Agreeing recorded tax billings to total tax levy
•  Establishment of appropriate billing, collection, and revenue recogni­
tion procedures for properties subject to payments in lieu of taxes
•  Appropriate legal procedures for liens, tax sales, and foreclosures
•  Authorization for disposal of parcels due to nonpayment of taxes, 
independent of the tax collection function
Internal control features related to sales, income, and other similar taxes, and 
intergovernmental revenues include—
•  Maintaining a file of taxpayers, licensees, or permitholders and peri­
odic and routine comparison of filed returns to the file to ensure that 
taxpayers are filing currently and with the appropriate jurisdiction.
•  Conducting audits of tax returns on a scheduled basis.
•  Establishing controls to assure that the compliance features of grants 
are monitored.
Audit Procedures
8.30 Account receivable balances are often small. Therefore, the audit 
approach to receivables in a governmental unit is often integrated with the 
substantiation of revenues. This audit approach frequently is the reverse of 
that of a business enterprise where substantiation of revenues is often a 
by-product of the audit of receivables.
8.31 Audit procedures are designed to achieve audit objectives and assure 
compliance with legal requirements, such as grant agreements, ordinances, and 
statutes. The auditor should consider the procedures outlined in the sections 
that follow when developing a plan for the audit of receivables and revenues.
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Confirmations
8.32 Many receivables and revenues are susceptible to confirmation. 
Confirmation of receivables provides evidence about the existence and owner­
ship of a receivable but provides little evidence about collectibility. Collectibil­
ity usually is evaluated through the examination of subsequent receipts and 
historical trends. In SAS No. 67, The Confirmation Process (AICPA, Profes­
sional Standards, vol. 1, AU sec. 330), see paragraphs 17 through 22, “Form of 
Confirmation Request” (AICPA, Professional Standards, vol. 1, AU sec. 330.17 
through .22) and paragraphs 34 and 35, “Confirmation of Accounts Receivable” 
(AICPA, Professional Standards, vol. 1, AU sec. 330.34 and .35) for further 
guidance. In some cases, audit evidence is obtained more readily through the 
application of alternative audit procedures. However, if the confirmation of 
receivables is not performed due to the existence of one of the three conditions 
noted in paragraph 34 of SAS No. 67, the auditor must document how he or she 
overcame the presumption that receivables would be confirmed.
8.33 For intergovernmental grant revenue and tax revenue collected by 
other governmental units, the auditor may confirm the amounts transmitted 
to the governmental unit being audited during the fiscal period as well as the 
unremitted amounts to be recorded as receivables.
8.34 Normally, the confirmation of balances owed by individual taxpayers 
is not effective when the receivable balance for property taxes, special assess­
ments, or other taxes is composed of many small balances. In such cases, 
response rates to properly designed confirmations may be inadequate or unre­
liable. However, as noted in paragraph 35 of SAS No. 67, the auditor must 
document why the use of confirmations would be ineffective.
8.35 For income tax revenue, the auditor considers the reasonableness of 
the estimation process used to record the estimated payable to or receivable 
from taxpayers as a group. Though it is usually not possible to establish 
conclusively whether all individuals or entities are paying all the income taxes 
due, the auditor considers whether reasonable efforts are being made to 
minimize nonpayment. Among the factors the auditor considers are internal 
control over the collection of current and delinquent income taxes, methods 
used for determining population completeness, frequently referred to as an 
enforcement or discovery (for example, whether all citizens are filing income tax 
returns), and the taxing authority’s audit and follow-up procedures related to 
income tax returns filed.
Other Procedures
8.36 Other unique audit procedures related to property tax receivables 
and revenue may include—
• Comparing the current year’s assessed value to that of prior years and 
obtaining explanations of significant changes.
•  Reviewing the computation of the total assessed value for property.
•  Recalculating the total tax levy.
•  Summarizing tax revenue and comparing recorded revenue to the 
current budget and prior-period actual.
•  Comparing the ratio of taxes collected to those of prior years.
•  Reconciling ending receivable balance to beginning receivable balance, 
levy, supplements, collections, abatements, and exonerations.
•  Reviewing abatements, exonerations, and refunds for proper approval.
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•  Determining whether the list of delinquent and uncollectible taxes, if 
required by law, was properly filed.
•  Testing compliance with the legal requirements pertaining to the sale 
of property for nonpayment of taxes.
•  Comparing the current year’s revenue from tax sales of property with 
revenues from prior years.
•  Determining whether property parcels are improperly omitted or 
exempted from the tax rolls by comparing current assessment rolls to 
a map of the government or prior assessment rolls. Alternatively, 
determining that the total land area of property within the govern­
ment’s boundaries or within special taxing districts is consistent with 
that of the prior year.
8.37 Audit procedures related to sales, income, and other taxes, govern­
mental and other receivables, and revenues may include—
• Comparing the current year’s actual revenue with the current year’s 
budget and prior years’ actual.
•  Reviewing the reasonableness of the government’s indirect cost allo­
cation plan and determining the propriety of indirect cost items 
allocated to grant programs.
•  Reviewing grant applications, agreements, contracts, budgets, and 
reports to determine that grant expenditures are in accordance with 
grant agreements.
•  Reviewing grant records for material areas of noncompliance and 
questioned costs.
•  For governments involved in matching fund grants, reviewing sup­
porting documentation to support the unit’s contribution and deter­
mining allowability of any in-kind (goods or services) matching efforts 
to grant terms.
•  Considering the propriety and consistency of revenue recognition 
principles.
•  Evaluating the adequacy of liabilities for probable income or other tax 
refunds.
8.38 Audit procedures related to interfund transactions and receivables 
may include—
• Considering whether interfund transactions are properly approved.
•  Evaluating whether the fund receiving an advance has the ability to 
repay the advance.
•  Considering whether permanent interfund advances are recorded as 
equity transfers.
•  Determining the amount of any interfund borrowing that has occurred 
indirectly through the use of pooled cash and investment accounts.
•  Evaluating whether transactions are properly classified (see GASB 
Cod. sec. 1800).
•  Considering whether fund balance reserves are established as appro­
priate.
•  In the case of an internal service fund that is used to account for the 
government’s risk financing activities and that has a significant deficit 
or balance in retained earnings, consider whether the internal service 
fund revenue and the served fund expenditures/expenses are adjusted
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over a reasonable period of time so that internal service fund revenues 
and expenses are approximately equal (GASB Cod. sec. C50.123). In 
circumstances other than risk financing in which an internal service 
fund has a significant deficit or balance in retained earnings, the 
guidance in GASB Cod. sec. C50 also could be considered.
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Chapter 9 
Expenditures and Related Liabilities*,**
Introduction
9.01 In governmental fund accounting, the term expenditures is used to 
indicate decreases in financial resources or increases in current liabilities and, 
accordingly, is not limited to cash payments. The auditor should understand 
governmental fund expenditures and related liabilities and the unique report­
ing practices in government related to certain expenditures.
9.02 Generally, expenditures are classified according to character as 
current operating (for example, payroll, fringe benefits, or public safety ad­
ministration), capital, intergovernmental, or debt service expenditures. Capi­
tal expenditures are discussed in chapter 10, “Capital Expenditures and 
Related Fund and Account Group Activity.” Expenditures related to govern­
ment grants and other assistance programs are discussed in the AICPA Audit 
Guide Audits of States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards. Debt service expenditures are discussed in chapter 
11, “Debt and Debt Service.” In addition, chapter 12, “Interfund Transactions 
and Fund Equity,” discusses interfund transactions including expenditures 
made by one governmental fund for another governmental fund and interfund 
operating and equity transfers.
Nature of Transactions
9.03 The term modified accrual basis of accounting is used to describe 
expenditure and liability accounting in governmental funds for two reasons. 
First, the primary objective of accounting in governmental funds is to reflect 
the sources and uses of financial resources, not to allocate costs to the periods
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended. The AICPA Audit and Accounting Guide Audits of State and Local 
Governments (GASB 34 Edition), fully incorporates the provisions of GASB Statement No. 33, as 
amended, and users should consider referring to that Guide for accounting and auditing guidance 
concerning nonexchange transactions.
** The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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benefitted. To meet that objective, the measurement focus is on expenditures 
and not expenses. Second, in governmental fund accounting, the definition of 
current liability, as presented in GASB Cod. sec. 1600.118, differs from that 
used by business enterprises (see also GASB Cod. sec. 1500.103).
9.04 To assure that budgets are not overspent, most governmental units 
use an encumbrance system to track outstanding purchase commitments that 
have not yet resulted in liabilities. GASB Cod. sec. 1600.125 defines encum­
brances as “commitments related to unperformed (executory) contracts for 
goods or services.” When a purchase order contract is issued or any other 
commitment is made, the governmental unit reduces the amount of budgetary 
authority remaining in the budget category and records an outstanding encum­
brance. When the goods or services are received, the encumbrance balance is 
reduced and the expenditure and liability are recorded.
9.05 In governments, a warrant is an order issued by a legislative body or 
a responsible government official authorizing the governmental unit’s treas­
urer to pay a specific amount to a specific person or to the bearer. A warrant 
may be payable on demand; in that case, a bank check is issued or a cash 
disbursement is made. A warrant may also be payable only out of certain 
revenues when and if those revenues are received; in that case, the warrant is 
recorded as an account payable.
9.06 An expenditure is usually recognized when the government has 
received and becomes liable for the payment for goods and services. That is, an 
expenditure is generally recognized in the period in which the amount can be 
objectively measured, the goods or services are delivered or received, and title 
has passed.
Accounting and Auditing Considerations
9.07 Accounts payable and related liabilities usually are substantiated in 
conjunction with operating expenditures. However, there are unique aspects of 
accounting for certain governmental fund expenditures and related assets or 
liabilities in the areas of inventory and prepaid items, long-term liabilities, 
joint costs, and encumbrances.
Payroll and Related Liabilities
9.08 Payroll expenditures include salaries, wages, and benefits (sick 
leave, vacation, and pension). (Guidance on accounting for compensated ab­
sences is provided in GASB Cod. sec. C60.) Personnel-related policy and 
procedure considerations include the following:
•  Civil service requirements for hiring, promoting, and terminating 
employees
•  Union contracts establishing wage rates and benefits
•  Budgetary control over the number of employees authorized by depart­
ment or function
•  Permitted overtime
Grant agreements sometimes contain restrictions on the maximum salaries or 
wages and benefits that can be expended from, or charged to, that grant program.
Inventory and Prepaid Items
9.09 Under current governmental fund accounting principles, a government 
may record the resources used to purchase inventory or other prepaid items as an
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expenditure either when purchased or when consumed. That is often referred 
to as the purchase versus consumption option. Under the consumption method, 
items are recorded as assets when received and charged to expenditures as 
used. Some governments using the consumption method also elect to reclassify 
an amount equal to the year-end inventory on hand or prepaid items from 
unreserved and undesignated fund balance to a reserve for inventory or 
prepaid items. The intent of the reclassification is to demonstrate the extent to 
which the fund balance is composed of resources that are not available for other 
discretionary expenditures. Under the purchase method, items are initially 
recorded as expenditures. Inventory on hand is recorded as an asset with a 
corresponding credit to fund balance as reserve for inventory. (See chapter 12, 
for a discussion of reserves.) With regard to capitalization contributions (con­
tributions sometimes made by state and local governmental entities to meet 
initial or ongoing capital minimums when forming a public entity risk pool), 
auditors should refer to GASB Cod. sec. C50.130-.135 to determine whether 
these contributions should be recorded as prepaid insurance.
9.10 Inventory in governmental funds usually consists of materials and 
supplies used in the performance of the governmental function rather than 
materials that enter into the cost of a product that produces revenue. In that 
sense, the governmental fund inventory, if recorded, is similar to prepaid 
items. Accordingly, governmental fund inventories are generally not written 
down from cost to lower market values unless the usability of the inventory is 
affected by physical deterioration or obsolescence.
Purchasing
9.11 The compliance considerations pertinent to purchasing activities 
include whether competitive bidding is required and what requirements are 
imposed by local or state ordinances, bond covenants, and grant provisions. 
Many local ordinances or state statutes require competitive bidding for certain 
purchases in excess of a specified dollar amount (for example, $5,000). Auditors 
should be alert to circumvention of competitive bidding requirements, by, for 
example, intentionally splitting large purchase orders to fall below the statu­
tory limit, preparing purchasing specifications that are so restrictive that only 
one vendor is able to qualify, setting quantity levels sufficiently large to 
eliminate small vendors, or extending contracts with one vendor when other 
vendors are available to provide the needed goods or services. Consecutive pur­
chase orders to the same vendor for amounts slightly below the statutory limit is 
one indication that the governmental unit is circumventing this requirement.
Encumbrances
9.12 Encumbrances represent neither expenditures nor liabilities. In 
many governments, encumbrances outstanding at the end of a period are 
carried forward as a reservation of fund balance, with a corresponding reduc­
tion in unreserved fund balance. (See chapters 6, “The Budget,” and 12 for 
discussions of encumbrances.)
Joint Costs
9.13 Some governmental entities, such as governmental colleges and 
universities and governmental health care providers, solicit support through a 
variety of fund-raising activities. Sometimes fund-raising activities are con­
ducted with activities related to other functions, such as program activities or
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supporting services. Sometimes fund-raising activities include components 
that would otherwise be associated with program or supporting services, but 
in fact support fund raising. SOP 98-2, Accounting for Costs of Activities of 
Not-for-Profit Organizations and State and Local Governmental Entities That 
Include Fund Raising, establishes financial accounting standards for account­
ing for costs of joint activities. It also requires financial statement disclosures 
about the nature the activities for which joint costs have been allocated and the 
amounts of joint costs. SOP 98-2 is included in appendix L in its entirety.
Liabilities Resulting From Uninsured Risk
9.14 As a result of rising insurance costs, many state and local govern­
ments have elected not to purchase insurance coverage for a wide range of 
risks. Other governmental units have insurance policies that cover losses only 
in excess of extremely high amounts, namely an umbrella or stop-loss type 
coverage. Each of those situations is often referred to as self-insurance. Be­
cause no insurance is involved, the term self-insurance is a misnomer and the 
policy is more accurately described as risk retention.
9.15 The types of risks involved include, but are not limited to, workers’ 
compensation, automobile, general liability, and public officials’ liability. Many 
of those risk areas involve a high occurrence of claims. Accordingly, at any 
given time, there are usually a significant number of claims in all phases of 
processing and adjudication. In addition, there will exist incurred but as yet 
unreported claims that usually are referred to as incurred but not reported 
(IBNR) claims. Whether a government elects to record such liabilities and costs 
directly in the general fund, individual funds, or through an established 
internal service fund, it is important that expected costs of the claims are 
properly recorded in the funds assuming the risks and that the recorded 
liabilities represent unreported as well as reported claims. GASB Cod. sec. C50 
and FASB Statement No. 5, Accounting for Contingencies, discuss the account­
ing for contingent liabilities related to uninsured risks.
Amounts Resulting in Long-Term Liabilities
9.16 Any expenditure not paid for immediately results in a liability that 
is recorded as an account payable, an accrued liability, or a long-term liability. 
If  the liability is payable currently, it is recorded in governmental funds as a 
current or fund liability, and a related expenditure is reported on the operating 
statement. However, portions of certain governmental liabilities, such as 
claims and judgments, capital and operating leases, compensated absences, 
special termination benefits, landfill closure and postclosure care, and pension 
costs, are not payable currently. The noncurrent portions of those liabilities are 
reported in the general long-term debt account group (GLTDAG) and no 
expenditure is currently recognized. (See GASB Cod. sec. 1500.103 and chapter 
11, “Debt and Debt Service,” for discussion on the GLTDAG.)
Financial Statement Presentation and Disclosure 
Expenditures
9.17 Governmental fund expenditures are presented in two different 
statements, which are described in the following two paragraphs.
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9.18 A  Combined Statement of Revenues, Expenditures, and 
Changes in Fund Balances—All Governmental Fund Types and Dis­
cretely Presented Component Units. Expenditures are typically presented 
as current operating, capital, intergovernmental, and debt service expendi­
tures. In addition, the operating expenditures are presented by function, such 
as general government expenditures or public safety expenditures. This state­
ment presents revenues and expenditures on the modified accrual basis of 
accounting.
9.19 A Combined Statement of Revenues, Expenditures, and 
Changes in Fund Balances, Budget and Actual—General and Special 
Revenue Fund Types (and similar governmental fund types of the 
primary government for which annual budgets have been adopted 
legally). This statement presents a comparison of budget to actual for all 
governmental fund types for which annual budgets are adopted legally. In this 
statement, actual results are presented on the same accounting basis as the 
budget, even though the budget basis may not conform to GAAP. The most 
frequently observed difference between budgetary accounting and GAAP is the 
budgetary treatment of outstanding encumbrances as expenditures. Other 
differences can result from other basis of accounting issues, timing, perspec­
tive, or entity (see chapter 6 for a discussion of budgets).
Encumbrances
9.20 Recording encumbrances as expenditures is not in accordance with 
GAAP. However, the combined statement of revenues, expenditures, and 
changes in fund balances, budget and actual—general and special revenue 
fund types, should present actual operating results on the same basis of 
accounting as the budget. Therefore, if the budget basis reflects encumbrances 
as expenditures, the actual expenditures in the budget and actual statement 
should also be prepared on a consistent basis (that is, actual expenditures in 
the statement shall also include encumbrances). The financial statements or 
notes are to include a reconciliation of the budgetary basis (non-GAAP) 
amounts to the financial statement basis (GAAP) amounts. (See GASB Cod. 
sec. 2400.113 to 2400.123.)
Liabilities
9.21 Current liabilities, commonly referred to as fund or short-term li­
abilities, are reported in the governmental fund balance sheet. However, as 
indicated previously, long-term liabilities are recorded in the GLTDAG.
9.22 Disclosure. The financial statements or the notes should include 
the disclosures described in GASB Cod. sec. 2300.
Assertions
9.23 The categories of financial statement assertions and the specific 
objectives applicable to expenditures and related liabilities are as follows.
•  Existence or Occurrence. Recorded expenditures and cash disburse­
ments are for goods or services authorized and received; payroll, 
wages, salaries, and benefits disbursements are made only for work 
authorized and performed.
•  Completeness. Expenditures incurred for goods or services and re­
lated accounts payable are all identified and recorded.
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•  Rights and Obligations. Expenditures for goods or services are 
authorized and in accordance with the budget, applicable laws, regu­
lations, or other requirements; payroll and related liabilities are 
computed using rates and other factors in accordance with contracts 
and relevant laws and regulations.
•  Valuation or Allocation. Expenditures for goods, services, payroll, and 
related disbursements, and liabilities are recorded correctly and allocated 
properly, as to fund, budget category, account, period, and amount.
•  Presentation and Disclosure. Expenditures for goods, services, pay­
roll, and related liabilities are properly presented by fund type and 
budget category, and related disclosures are adequate.
Internal Control and Auditing Considerations
9.24 The portions of appendix B, “Financial Reporting Information Sys­
tems and Controls Forms—Governmental Units,” that relates to the purchas­
ing and payroll cycles may be considered by the auditor in performing a risk 
assessment.
9.25 Many governments use one system for purchasing, accounts payable, 
and disbursements regardless of the number of funds maintained by the 
governmental unit. Similarly, governments often use a single payroll system 
regardless of the work locations and numbers of funds maintained. In those 
situations, most of the expenditure testing for all parts of a government can be 
done on a single expenditure or payroll system. However, some governments 
establish separate purchasing, accounts payable, disbursements, or payroll 
systems for federal grants or large special revenue funds such as school 
districts. In either case, controls over purchasing activities should be sufficient 
to ensure compliance with competitive bidding or other requirements imposed 
by local or state law or ordinances, bond covenants, and grant provisions. The 
auditor should consider testing each significant system.
9.26 The audit objectives for expenditures and related liabilities are 
similar to the objectives in the commercial environment, that is, to obtain 
evidence that all expenditures incurred during the period are presented in the 
financial statements, and related liabilities at the end of the period have been 
identified and properly supported, recorded, and classified. In addition, the 
following objectives are unique to governments:
•  Expenditures are in accordance with the approved budget, as to 
amount and purpose, and with other applicable regulations.
•  Encumbrances are properly identified, supported, classified, and 
recorded.
•  Applicable laws and regulations are complied with relating to purchas­
ing, payroll, grants, bond covenants, and program authorizations.
•  Expenditures made for federal or other grant programs are allowable 
and properly classified as to the grant from which the expenditure was 
made.
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Chapter 10 
Capital Expenditures and Related Fund and 
Account Group Activity*,**
Introduction
10.01 Capital asset acquisitions for the benefit of governmental fund-type 
activities are generally accounted for in governmental funds and account 
groups. Such assets, known as general fixed assets, are capitalized and re­
ported in the general fixed asset account group (GFAAG). Fixed asset activity 
in proprietary funds is discussed in chapter 13, “Proprietary Fund Types.”
Nature of Transactions
10.02 Acquisitions of general fixed assets are recorded as expenditures in 
the general fund, special revenue funds, or the capital projects funds. Capital 
asset acquisitions are generally accounted for and reported based on the size 
and nature of the transaction, as described below, depending on the govern­
mental unit’s capital budgeting and capitalization policies:
•  Small purchases of personal property, such as desks, furnishings, 
automotive equipment, and other small machinery and equipment 
used in the conduct of governmental fund-type operations, are usually 
shown as expenditures in the appropriate general or special revenue 
funds, and will be provided for in the operating budgets.
•  Major projects, such as buildings, bridges, streets, parks, and storm 
drains, typically financed with the proceeds of bond issues, special 
assessment revenues, grants from other levels of government, or 
transfers from other funds, are often accounted for in separate project 
funds within the capital projects fund type.
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
** The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
AAG-SLG 10.02
106 State and Local Governmental Units (Non-GASB 34)
•  In some cases, assets purchased or constructed in the governmental fund 
types are subsequently transferred to a proprietary fund, where they are 
used in ongoing revenue-generating activities (for example, water and 
sewer lines constructed in conjunction with the operation of a utility).
Accounting and Auditing Considerations
10.03 In governmental funds, the costs associated with the acquisition of 
general fixed assets are recorded as current period expenditures of the respective 
fund. The same amount is normally recorded as an addition to general fixed assets 
in the GFAAG. Recording of infrastructure general fixed assets (for example, 
streets and storm drains) is optional according to GASB Cod. sec. 1400.109 because 
such assets are immovable and of value only to the government.
10.04 GAAP provides for the GFAAG to maintain a continuing account­
ability for the general fixed assets acquired. Accordingly, when capital assets 
are recorded as expenditures in the governmental fund types, if they meet that 
governmental unit’s capitalization policy, they are also recorded in the GFAAG 
as an increase in “general fixed assets.”
10.05 Other considerations regarding the accounting for general fixed 
assets include—
•  Donated fixed assets should be recorded in the fund to which they 
relate or in the GFAAG, as appropriate, at their estimated fair value 
at the time of acquisition (GASB Cod. sec. 1400.113).
•  Capitalization of interest, as provided for in FASB Statement No. 34, 
Capitalization of Interest Costs, as amended by FASB Statement No. 
62, Capitalization of Interest Cost in Situations Involving Certain 
Tax-Exempt Borrowings and Certain Gifts and Grants, is permitted, 
but not mandatory (GASB Cod. sec. 1400.111).
Although permitted, most governmental units do not opt to record accumulated 
depreciation in the GFAAG. Since the GFAAG is only an account group with 
no operating activities and the expenditures are not capitalized in the govern­
mental fund type, no allocation of the cost of such assets among fiscal periods 
is made in the form of depreciation. Recording depreciation in the GFAAG 
results only in an entry in the account group to increase accumulated deprecia­
tion and reduce the investment in general fixed assets.
General Fund
10.06 The annual operating budget of a governmental unit usually in­
cludes, as a separate category, the amounts that are authorized for acquiring 
capital assets financed with general government revenues. The expenditure of 
such budgeted funds is usually recorded in the general fund or in the capital 
projects fund. If the expenditures are recorded in the capital projects fund, the 
resources used from the general fund are recorded as an operating transfer out 
of the general fund and as an operating transfer into the capital projects fund.
Special Revenue Funds
10.07 Resources such as intergovernmental grants or special assessments, 
which are restricted for the acquisition of capital assets, can be recorded initially 
in a special revenue fund to provide a single source of accountability for all the 
moneys received. If  capital assets are acquired with those moneys, however, the 
accounting is the same as that described above for the general fund.
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Capital Projects Funds
10.08 Capital projects funds are used to account for the financial re­
sources used for the acquisition or construction of major capital facilities other 
than those financed by proprietary or trust funds. The capital projects fund is 
generally used when the expenditures are financed with debt proceeds, special 
assessment revenues, or capital grants. This fund is also used when the 
acquisition or construction of a major capital facility will occur over several 
fiscal years or where it is legally mandated.
10.09 As with all governmental funds, the focus of accounting in capital 
projects funds is on the source and use of resources, rather than on matching 
revenues and expenditures. Resources accumulated in other funds for a spe­
cific project can be transferred to the capital projects fund immediately or as 
needed. Expenditures are recorded in the periods incurred.
10.10 Debt proceeds are recorded in the operating statement in the period 
debt instruments are issued, that is, on the closing date. At the time the bonds 
or other debt instruments are issued and the proceeds received, the liability is 
also recorded in the GLTDAG with an offsetting entry to an account such as 
“resources to be provided in future years,” representing the repayment require­
ments to be included in future years’ operating budgets to service the debt. 
However, no amounts are recorded until the debt instruments are issued. If a 
closing takes place prior to year end but proceeds are not received until early 
in the following year, a receivable should be established in the fund (and a 
corresponding liability in the account group) on the closing date.
10.11 Usually, capital grants meet the definition of government-mandated 
and voluntary nonexchange transactions in GASB Cod. sec. N50. (See para­
graphs 8.16 through 8.23.) Revenues from those nonexchange transactions 
should be recognized in governmental funds, including capital projects funds, 
when all eligibility requirements have been met, subject to the “availability” 
criterion for recognizing revenue in governmental funds.
10.12 Except as may result from the application of GASB Cod. sec. N50, 
the matching of capital grant revenues and expenditures is not required; 
therefore, the fund balance of capital projects funds (as further discussed in 
chapter 12, “Interfund Transactions and Fund Equity”) usually represents 
resources earmarked for completion of capital projects in future years and is 
not available for other discretionary expenditures.
Leases and Installment Purchases
10.13 Many governments enter into lease purchase agreements, installment 
purchase contracts, or other forms of capital asset financing agreements. Lease 
accounting for general fixed assets is described in GASB Cod. sec. L20. The cost of 
the asset is recorded in the GFAAG and the principal amount of debt incurred (the 
lease or installment purchase liability), determined in accordance with FASB 
Statement No. 13, Accounting for Leases, as amended and interpreted, is recorded 
in the GLTDAG as a liability. The aggregate purchase liability is simultaneously 
recorded as an expenditure and an “other financing source” in the operating 
statement of the general fund or other governmental fund type acquiring the asset. 
Payments under the financing or lease agreement are recorded in the same 
manner as other debt service payments.
10.14 Some financing lease agreements may contain a nonappropriation, 
nonrenewal, or fiscal funding clause to avoid classification as legal debt for 
debt limit or voter referendum purposes. Such a clause provides that, although 
the governmental unit will use its best efforts to make the lease payments, it
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may terminate the lease without penalty if its appropriating body does not 
allocate the necessary moneys for lease payments in future adopted budgets. 
This clause gives the financing the character of a one-year annually renewable 
lease and is not considered legal debt by a number of governmental units under 
the laws of their state. However, due to the nature of the property or equipment 
in performing essential services by the governmental unit, such agreements in 
many cases will meet all the criteria of a capital lease that should be capitalized 
for accounting and financial reporting purposes.
General Fixed Asset Account Group
10.15 It is essential to maintain records to demonstrate accountability for 
general capital assets acquired in governmental fund types, even though they 
are charged to expenditures as incurred in those funds. The GFAAG is used for 
this purpose. As expenditures are made in governmental fund types for capital 
assets acquired, the amount of the expenditure is capitalized in the GFAAG. 
When these assets are disposed of, their cost is removed from the GFAAG. 
Proceeds received from the disposal normally are recorded in the general fund, 
although some bond indentures or applicable laws may require that the 
proceeds be recorded in a related debt service fund, special revenue fund, or 
capital projects fund.
10.16 To maintain adequate accountability, a governmental unit should 
conduct a periodic physical inventory of fixed assets and adjust the records 
accordingly.
Initial Fixed Asset Records
10.17 Because governments have accumulated fixed assets over many 
decades, without proper records, they may have difficulty complying with the 
requirement of GASB Cod. sec. 1400. However, fixed asset cost information is 
needed and GASB Cod. sec. 1400.112 permits the use of estimated historical 
costs in establishing initial property records. The extent and method of estima­
tion should be disclosed in the notes to the financial statements.
10.18 To establish initial property records, a government may use outside 
professional assistance to appraise property or may perform the following 
procedures internally:
•  Develop a reasonably complete and accurate inventory of personal 
property and equipment owned, including identification of asset de­
scriptions and an approximation of the year of acquisition. This may 
require taking a physical inventory. An inventory of real property is 
normally established through the examination of land records.
•  Determine the acquisition cost, based on records or estimation proce­
dures. One procedure is to estimate costs based on acquisition dates 
and manufacturers’ catalogs or other information obtained through 
professional appraisal firms. Another procedure is to estimate current 
replacement costs and discount the amount to estimated acquisition 
cost through the use of indexes.
Asset Transfers
10.19 Occasionally, assets originally acquired by a governmental fund may 
be transferred to a proprietary fund, or assets originally acquired by a proprietary 
fund may be transferred to a governmental fund. When an asset is transferred to 
a proprietary fund, the GFAAG is reduced by the cost of the asset. In the 
proprietary fund, the asset is capitalized and recorded as contributed capital at its
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original cost, less an amount equivalent to the depreciation that would have 
been recorded had the asset been initially recorded in the proprietary fund and, 
if warranted, by an amount to reduce the asset to its estimated utility value. 
When assets are transferred to a proprietary fund, any related debt in the 
GLTDAG to be serviced by the proprietary fund is also transferred. Similarly, 
assets may be transferred from a proprietary fund to the GFAAG. In such 
cases, the asset is recorded in the GFAAG by an entry to the appropriate asset 
and investment in general fixed asset accounts, and the related debt, if any, is 
recorded in the GLTDAG and resources to be provided accounts. The appropri­
ate valuation to be recorded in the GFAAG for an asset transferred from a 
proprietary fund can be its original cost, even if it has been depreciated, or its 
net depreciated value at the time of the transfer. (See paragraph 13.12 for 
further discussion of asset transfers.)
Financial Statement Presentation and Disclosure
10.20 The presentation of assets capitalized in the GFAAG includes the 
following disclosures:
•  Detail of general fixed assets, such as land, buildings, and equipment
•  The basis for valuing assets, for example, the cost or estimated histori­
cal cost
•  Whether infrastructure assets are included or excluded
•  Whether accumulated depreciation is reported and, if so, the deprecia­
ble lives and methods of depreciation
•  A reconciliation of changes in the GFAAG during the year
10.21 Other related disclosure requirements include the following:
•  Capitalization of interest, if any, during construction
•  Commitments under long-term construction projects
•  Pertinent data regarding capital and operating leases
Assertions
10.22 The categories of financial statement assertions and the specific 
audit objectives applicable to capital expenditures and related fund and ac­
count group activity are:
•  Existence or Occurrence. Property and equipment in the GFAAG 
represent a valid listing of the capitalized cost of assets purchased, 
constructed, donated, or leased and physically on hand.
•  Completeness. Capital expenditures represent a complete and valid 
listing of all costs incurred by the acquiring fund of the property and 
equipment acquired during the period, and costs that meet the capi­
talization policy are excluded from repair and maintenance and simi­
lar expenditure accounts.
•  Rights and Obligations. Capitalized costs and, if applicable, related 
depreciation associated with all fixed assets no longer owned or pos­
sessed are removed from the GFAAG.
•  Valuation or Allocation. Property and equipment is stated at histori­
cal or estimated historical cost. Donated assets are recorded at their 
estimated fair value at the date of donation.
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•  Presentation and Disclosure. Capital expenditures are accounted for 
properly by fund type and fixed assets capitalized are classified prop­
erly by major classes of assets and related sources of funding, and 
related disclosures are adequate.
Internal Control and Auditing Considerations
10.23 The portion of appendix B, “Financial Reporting Information Sys­
tems and Controls Forms—Governmental Units,” that relates to fixed assets 
may be considered by the auditor in performing a risk assessment.
10.24 Government fixed asset acquisitions, particularly large projects, 
typically involve complex legal, contractual, and administrative requirements. 
For example, there are often legal regulations governing bidding and contract- 
awarding procedures. Also, if funding is derived from a bond issue, there are 
often specific bond covenant compliance requirements. If part of the funding is 
derived from grants or other intergovernmental funds, or if another unit of 
government provides a portion of the funds for a project, consideration is given 
to any additional specific compliance requirements.
Audit Procedures
10.25 Most procedures for the audit of capital acquisitions and fixed asset 
records of a commercial enterprise apply to such transactions for a govern­
mental unit. In addition, the auditor should consider performing procedures, as 
appropriate, relative to—*
• Whether the entity has satisfactory title to fixed assets, whether any 
liens exist, or whether any fixed assets have been pledged.
•  Whether all fixed asset expenditures are recorded, including capital 
leases and installment purchases.
•  Whether recorded fixed assets exist, assets disposed of during the 
period are eliminated from the records, and proceeds, if any, from 
disposition are properly recorded.
•  Whether capital expenditures comply with budgetary, legal, grantor, 
and contractual requirements.
•  Whether special assessments for capital projects have been authorized 
appropriately and property owner assessments have been calculated 
properly and timely billed.
•  Whether capital expenditures in the governmental funds result in the 
capitalization of an equivalent amount in the GFAAG.
•  Whether depreciation, if recorded, is based on acceptable methods and 
reasonable lives, and is properly calculated.
•  Whether transfers of fixed assets and related debt, if any, between the 
GFAAG and the proprietary funds have been recorded properly.
* As discussed in this chapter, generally accepted accounting principles (GAAP) require donated 
fixed assets to be recorded at their estimated fair value at the time of acquisition. In January 2003, 
the AICPA Auditing Standards Board (ASB) issued SAS No. 101, Auditing Fair Value Measurements 
and Disclosures (AICPA, Professional Standards, vol. 1, AU sec. 328), to establish standards and 
provide guidance on auditing fair value measurements and disclosures in financial statements. SAS 
No. 101 is effective for audits of financial statements for periods beginning on or after June 15, 2003. 
Earlier application is permitted.
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Chapter 11 
Debt and Debt Service*
Introduction
11.01 Governments borrow money on a short-term basis either to meet 
seasonal cash needs or in anticipation of long-term borrowings at later dates. 
They usually borrow on a long-term basis to finance fixed asset construction or 
infrastructure improvements, but may do so to meet other needs such as the 
initial funding of a risk-retention program, the payment of a claim or judg­
ment, or the financing of an accumulated operating deficit.
11.02 Local governments customarily are presumed not to have implicit 
power to borrow. Their authority to borrow usually is contained in charters or 
state statutes. Such authority may also prescribe the form and general terms 
of permitted indebtedness. Frequently, approval by governing boards or voter 
referendums is required.
Nature of Transactions 
Short-Term Borrowing
11.03 Governments conduct short-term borrowing in several ways. For 
example, they borrow using tax anticipation notes collateralized by specific 
future tax collections. Grant anticipation notes usually require pledges of the 
related grants receivable. Revenue anticipation notes usually are secured by 
future revenues from one or more specific sources as well as by unpledged 
assets of the governmental units.
11.04 Bond anticipation notes (BANs) are used primarily to provide in­
terim construction financing and are usually retired with the proceeds of 
long-term debt. Terms of BANs are normally twelve months or less. They are 
frequently refinanced by replacement notes if the original notes mature before 
the long-term debt is issued. The issuance of the long-term debt may be delayed 
pending improvement in market conditions; however, in a governmental envi­
ronment, long-term debt usually is issued prior to the start of construction.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Long-Term Borrowing
11.05 Governmental long-term debt includes general obligation bonds, 
revenue or limited obligation bonds, capital leases, and other obligations with 
long-term repayment schedules. (Revenue bonds are discussed in chapter 13, 
“Proprietary Fund Types.”)
11.06 General Obligation Bonds. General obligation bonds pledge 
the full faith and credit of the government. Often, specific authorization for 
each issue of such bonds is required in addition to general statutory authority 
for issuance. For example, a statute may permit a government to issue general 
obligation bonds up to a certain maximum, known as the debt limit, but each 
issuance may require the prior approval of a senior governmental unit. Be­
cause future annual principal and interest payments are supported by the 
taxing power of the governmental unit, a referendum or prior voter approval is 
often required to permit additional taxation.
11.07 Revenue Bonds. Revenue or limited-liability bond authorization 
procedures are similar to those for general obligation bonds. Specific receipts, 
such as certain restricted revenues, user fees, or special taxes (for example, 
special assessments, gasoline tax, and highway or bridge tolls), are often 
pledged to repay such bonds. Tax-increment bonds sometimes are issued in 
connection with economic development projects where future property tax 
revenues to be generated by new development are pledged to pay for the 
obligations issued. Depending on the expectations for future revenues, the full 
faith and credit of the governmental unit may be pledged for such bonds.
11.08 Lease-Rental Bonds. These bonds are issued by a related special 
entity, either governmental or not-for-profit, to finance public facilities such as 
schools, jails, or airports that are leased under contract to the governmental 
unit. A typical example is an equipment purchase contract that provides for 
either installment payments over a period of years or a capital lease financed 
by use of certificates of participation (COPs). The governmental unit pays rent 
sufficient to service the annual principal and interest debt payments. By the 
inclusion of budgetary fiscal funding or cancellation clauses in the lease, the 
lease-rental bond frequently is used to avoid borrowing restrictions, including 
debt limits, on governmental units that normally would levy taxes to pay debt 
obligations. A fiscal funding or cancellation clause provides that if lease 
payments are not appropriated in any future year budget, the lease is canceled. 
Leases are discussed in GASB Cod. sec. L20.
11.09 Other Long-Term Obligations. Governmental units may have 
other long-term obligations that are not classified as debt, as defined in this 
chapter, such as obligations for pensions, compensated absences, special ter­
mination benefits, landfill closure and postclosure care, operating and capital 
leases, and other claims and judgments, which are discussed in GASB Cod. 
secs. C50, C60, L10, L20, P20, and T25. The long-term portion of those 
obligations should be included in the GLTDAG.
Guarantees and Other Commitments
11.10 In addition to formal debt, a governmental unit is often involved in 
guarantees, moral obligation, no-commitment, or so-called conduit indebted­
ness. The term conduit means that the sponsoring governmental unit under­
takes no commitment to pay or guarantee the debt service payments, but 
merely gives the underlying obligor access to the tax-exempt market.
11.11 Guarantees. Guarantees relate to the debt issue of another en­
tity, for example, a local governmental obligation guaranteed by a state.
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11.12 M ora l Obligations. A government may issue bonds for which 
another entity has assumed a moral responsibility that is not an enforceable 
promise to pay. An example is a debt issued by a local government for which 
the state government is obligated, in the event of default, to consider assuming 
responsibility for total repayment or to consider annually the necessity to 
provide the required debt service payments. Moral obligations are usually 
unenforceable unless authorization to pay is adopted by the state legislature.
11.13 No-Com m itm ent D ebt or Conduit Debt. A governmental en­
tity may authorize the issuance of debt bearing its name for the benefit of a 
private entity that is not a component unit as defined by GASB Cod. sec. 2100, 
and for which it assumes no responsibility for repayment, for example, as in 
industrial development bonds. The proceeds from the sale of such debt usually 
are used in the public interest, such as for home or hospital construction, or the 
expansion of a private business to increase employment, or the government’s 
tax base. Normally, such debt is repayable only by the entities for whom the 
debt is issued. Conduit debt explicitly states the absence of obligation by the 
government other than possibly an agreement to assist creditors in exercising 
their rights in the event of default. GASB Cod. sec. C65 provides certain 
disclosure requirements for conduit debt obligations (see paragraph 11.32 for 
a description of the disclosure requirements).
Accounting and Auditing Considerations 
Reporting Proceeds of Debt
11.14 The accounting procedures for recording governmental fund debt 
depend on whether the debt is short term or long term and whether the debt is 
a general obligation debt or specifically identified as an obligation of a proprie­
tary fund.
11.15 Short-term obligations, generally with maturities of less than one 
year, are recorded directly as a liability in the governmental fund issuing the 
debt, consistent with the current operating measurement focus ascribed to 
governmental fund-type accounting. Proceeds received by a governmental fund 
in exchange for short-term debt are recorded as an asset of the fund with a 
corresponding credit to a fund liability; other financing sources are not reported 
in the operating statement. Some debt agreements have due-on-demand 
clauses even though future maturity dates are stated. A debt with a due-on- 
demand clause is recorded as a liability of the fund that is responsible for 
repaying the debt unless the debt meets the criteria of GASB Cod. sec. D30. 
BANs that meet the criteria of GASB Cod. sec. B50 and demand bonds or debt 
with a due-on-demand clause that meet the criteria of GASB Cod. sec. D30 are 
classified as long-term debt.
11.16 General long-term obligations are recorded in a separate set of 
accounts known as the GLTDAG and offset by two contra accounts: amount 
available in debt service fund and resources to be provided in future years. The 
fund balance of the debt service fund generally equals the contra account, 
“amount available in debt service fund,” in the GLTDAG.
11.17 Proceeds received for long-term debt are recorded as an other 
financing source in the statement of revenues, expenditures, and changes in 
fund balance for the fund receiving the proceeds of the long-term debt, and the 
principal amount is recorded in the GLTDAG. All proceeds and costs of issuing 
the debt are recorded and no debt-related transactions are shown on a net 
basis. GASB Cod. sec. 1500 provides further guidance on the accounting for 
transactions related to the issuance of long-term obligations.
AAG-SLG 11.17
114 State and Local Governmental Units (Non-GASB 34)
11.18 A discount on general long-term debt is reported through the re­
cording of the actual proceeds in the receiving fund, but a premium received in 
excess of the face amount of debt is recorded as debt proceeds in either the 
receiving fund or related debt service fund. Accordingly, premium or discount 
on long-term debt issued by governmental funds usually is not amortized. The 
face amount of the obligation is recorded in the GLTDAG.
11.19 General obligation bonds collateralized by the taxing power of the 
government but expected to be retired from proprietary fund revenues should 
be reported as liabilities in proprietary fund financial statements rather than 
in the GLTDAG.
11.20 The financial statements should identify appropriately those ele­
ments of any indebtedness that is secured by the full faith and credit of the 
government.
Capital Leases and Installment Purchases
11.21 Capital leases and installment purchases, including COPs, also 
create long-term obligations. The present value of the minimum payments 
represents the amount of the initial debt. The accounting requirements for 
these types of transactions are contained in GASB Cod. sec. L20.
11.22 If the lessor is a component unit, as defined in GASB Cod. sec. 2100, 
such as a building authority created by the governmental unit solely to finance 
construction for the governmental unit, the component unit is blended with the 
governmental unit. In such cases, the debt of the lessor is reported as the debt 
of the governmental unit in the GLTDAG and the debt between the lessor and 
the governmental unit is eliminated. (Capital leases are further discussed in 
chapter 10, “Capital Expenditures and Related Fund and Account Group 
Activity,” and capital lease arrangements and blended component units are 
further discussed in chapter 15, “Special Governmental Units,” paragraphs
15.21 through 15.25, herein.)
Recording Principal and Interest Expenditures
11.23 The recording of governmental fund debt service payments depends 
on whether the debt is short term or long term. The payment of short-term debt 
is recorded in the fund in which the debt is recorded, as a reduction of the 
recorded liability.
11.24 A debt service fund is normally used to accumulate resources to be 
used to make debt service principal and interest payments on general obliga­
tion long-term debt. Financial resources often are provided in other govern­
mental funds and transferred to the debt service fund through operating 
transfers.
11.25 Long-term debt usually requires annual principal and semiannual 
interest payments to outside fiscal agents or individual bond holders. The 
general long-term debt is recorded in the GLTDAG until a principal install­
ment is due. On the due date, matured bonds are removed from the GLTDAG 
and recorded as an expenditure and liability of the applicable debt service fund 
or other paying fund. Interest expenditures for all general long-term debt are 
recognized in the accounting period in which they are due, rather than as they 
accrue. On the other hand, if debt service fund resources have been provided 
in the current year for payment of principal and interest due early in the 
following year, the expenditure and related liability may be recognized in the 
debt service fund and the debt principal removed from the GLTDAG.
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11.26 A general obligation debt indenture may establish reserve fund 
requirements for the accumulation of debt service resources. Many general 
obligation bonds, including certain special assessment obligations, create sepa­
rately identified tax levies collected in amounts that are sufficient and timely 
to meet the principal and interest payments when due. Though only required 
when mandated by law or agreement, an individual debt service fund is often 
established for each debt issue.
Advance Refundings and In-Substance Defeasances
11.27 If new debt is issued to repay existing outstanding debt (a 
refunding), the new liability (the refunding debt) is recorded in the 
GLTDAG. The proceeds from the new issue are recorded in the fund receiv­
ing the proceeds as an other financing source—proceeds of refunding bonds. 
Most advance refundings result in defeasance of debt. When the old debt is 
defeased, it is no longer reported as a liability in the GLTDAG; only the new 
debt is reported. Payments to the escrow agent from resources provided by 
the new debt should be reported as an other financing use—payment to 
refunded bond escrow agent. Payments to the escrow agent from other 
resources of the entity should be reported as debt service expenditures. The 
accounting and disclosure requirements for refundings and defeasance of 
debt are described in GASB Cod. sec. D20.
Debt Limits
11.28 Most governmental units have some form of outstanding debt 
limitations imposed by state or local laws. These limitations can be all- 
inclusive for all forms of debt outstanding, or may be structured so there 
are separate limitations for different forms of debt (for example, general 
obligation, revenue, installment, and lease purchase), or be dependent on 
the purpose for which the debt was issued (for example, equipment, water 
and sewer, transportation). Other limitations on the form, type, or amount 
of debt are imposed by federal tax laws and related IRS regulations. 
Management is responsible for identification and compliance with applica­
ble laws and regulations.
Arbitrage
11.29 The Internal Revenue Code (IRC) and arbitrage rebate regulations 
issued by the IRS require rebate to the federal government of excess invest­
ment earnings on tax-exempt debt proceeds if the yield on those earnings 
exceeds the effective yield on the related tax-exempt debt issued. The Regula­
tions provide guidance with respect to various aspects of the calculation, 
including certain spending exceptions that may apply if bond proceeds are 
spent rapidly enough. In addition, governmental units with general taxing 
powers that issue $5 million or less in tax-exempt indebtedness during a 
calendar year are not subject to the rebate requirements in most cases; the $5 
million limit is increased by up to an additional $5 million if the proceeds are 
used to construct public school facilities. For this purpose, tax-exempt indebt­
edness includes bonds and certain capital leases and installment purchases. 
Excess earnings must be rebated every five years or upon maturity of the debt, 
whichever is earlier. Arbitrage liability should generally be calculated annu­
ally and practice supports recording the liability in the governmental fund that 
will make the payment or the GLTDAG.
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Financial Statement Presentation and Disclosure 
Presentation
11.30 The financial statements should reflect the following:
•  Short-term debt is recorded as a liability in the issuing fund, except 
for BANs meeting the criteria of GASB Cod. sec. B50.
•  Demand bonds meeting the criteria of GASB Cod. sec. D30 are re­
corded as long-term debt.
•  Special assessment debt is recorded according to requirements of 
GASB Cod. sec. S40.
•  General obligation long-term debt repaid from governmental funds is 
recorded in the GLTDAG and offset by two accounts: amount available 
in debt service funds and resources to be provided in future years.
•  General obligation long-term debt repaid from proprietary funds is 
recorded in the related proprietary fund.
•  The principal portion of capital leases is recorded as debt.
•  The proceeds of general obligation long-term debt are recorded as an 
other financing source in the governmental fund receiving the use of 
the debt proceeds.
•  Principal and interest payments on governmental fund debt are re­
corded as expenditures when payable in the fund designated to make 
the payments.
Disclosure
11.31 Financial statements should disclose the nature of any restrictions 
on assets related to any outstanding indebtedness. Other related disclosures 
may include the following:
•  The maturity, interest rates, and annual debt service requirements to 
maturity for the short-term and long-term issues of outstanding in­
debtedness
•  The issuance and payment of debt for the period
•  Details of capital leases
•  Amounts of authorized but unissued debt
•  The existence of any significant bond covenants and liquidity agreements
•  Violations of bond covenants
•  The nature and amount of contingent and moral obligations, and 
no-commitment debt, and any actions by the government to extend an 
obligation to pay
•  The amount of unpaid defeased debt
•  The refunding of debt, including the difference between the cash flows 
to service the old debt and the cash flows to service the new debt, and 
the economic gain or loss resulting from the transaction
•  The debt issued subsequent to the balance-sheet date but before the 
financial statements are issued
•  An existing or anticipated inability to pay debt when due
•  Information on derivatives and similar debt transactions as required 
in GASB Cod. sec. 2300.601
11.32 The financial statements should identify any outstanding indebted­
ness of others guaranteed by the government, even if the possibility of default
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is remote. Any governmental unit assuming a moral obligation should disclose 
such circumstances in the notes to its financial statements (see paragraph
11.12 for the definition of moral obligation). For any conduit debt, because a 
default may adversely affect the government’s own ability to borrow, practice 
supports display or disclosure of the existence of such debt in the financial 
statements. At a minimum, GASB Cod. sec. C65 requires certain disclosures 
for conduit debt obligations. The required disclosures include a general de­
scription of the conduit debt transactions, the aggregate amount of all conduit 
debt obligations outstanding at the balance sheet date, and a clear indication 
that the issuer has no obligation for the debt beyond the resources provided by 
related leases or loans.
Assertions
11.33 The categories of financial statement assertions and the specific 
audit objectives applicable for debt and debt service expenditures can be 
related as—
•  Existence or Occurrence. Debt is authorized and recorded in the 
proper fund type or the GLTDAG.
•  Completeness. All indebtedness of the governmental unit is identi­
fied, recorded, and disclosed.
•  Rights and Obligations. The governmental unit has complied with 
the provisions of indentures and agreements related to debt, including 
provisions on the use of proceeds.
•  Valuation or Allocation. Debt service expenditures (principal and 
interest payable) are properly recorded, classified, and disclosed for 
current and future periods.
•  Presentation and Disclosure. Debt and related restrictions, guaran­
tees, and commitments are properly presented in the combined finan­
cial statements, and related disclosures are adequate.
Internal Control and Auditing Considerations
11.34 The auditor acquires an understanding of internal control over the 
authorization, issuance, and repayment of debt. This understanding considers 
the specific audit objectives for debt and debt service expenditures related to 
the financial statement assertions. Many audit objectives related to the debt of 
governments are similar to audit objectives for the debt of business enter­
prises. However, the governmental environment makes certain modifications 
of audit objectives necessary. The auditor should consider obtaining evidence 
that—
•  New debt issues are properly authorized.
•  Indebtedness, including liabilities incurred under court order, lease 
purchase agreements, and other commitments, is identified and prop­
erly recorded or otherwise disclosed in the financial statements.
•  Debt is recorded in the proper fund or the GLTDAG.
•  Debt and related interest payable are properly recorded and classified as 
to terms and payment status and disclosed in the financial statements.
•  Taxes levied to service the debt are adequate.
•  The governmental unit has complied with the provisions of indentures 
and agreements relating to indebtedness, particularly on the use of 
proceeds, including any restrictions on the use of those proceeds prior 
to expenditure for their intended purpose.
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•  Debt restrictions are properly disclosed in financial statements or notes.
•  Guarantees and other debt commitments are properly disclosed.
•  Arbitrage rebate liabilities have been computed and recorded as a 
liability.
11.35 There is a presumption that assets identified in the financial state­
ments as restricted satisfy legal requirements or bond indentures, unless there 
is disclosure to the contrary. If assets restricted for debt retirement include 
amounts due from other funds or from unrestricted assets of the same fund, 
there is an implication of noncompliance with the requirement for restriction 
of the assets. In such situations, the independent auditor should consider the 
adequacy of the accounting, disclosures, and other reporting considerations.
Audit Procedures
11.36 Confirmations may be used to verify the following:
•  Principal balances outstanding at the balance-sheet date
•  Principal and interest payments to fiscal agents during the year and 
any cash held for payment of unpresented bond or interest coupons
•  Legal compliance of debt sales and the applicability of arbitrage 
restrictions with bond counsel or appropriate oversight government
•  The existence of any restrictions, terms, and proceeds with the lender 
or underwriter
•  Compliance with appropriate covenants with the trustee
11.37 In addition to procedures followed in auditing other enterprises, the 
independent auditor should consider the following audit procedures related to 
a governmental entity’s debt:
•  Review legislative proceedings and enactments, and inquire whether 
all debt bearing the name of the reporting entity or any of its compo­
nent entities is identified and is properly disclosed in the financial 
statements and notes.
•  Review documentation and transactions for support of the intent and 
ability to pay general obligation debt from proprietary funds.
•  Examine significant lease agreements for conditions requiring the 
capitalization of assets and related liability.
•  Obtain information as to the existence of any guarantees or commit­
ments related to the issuance of debt of other organizations.
•  Review sinking fund calculations to determine the reasonableness of 
amounts accumulated to service debt.
•  Review loan and debt agreements to determine whether any assets 
are pledged and if there are any restrictive covenants.
•  Evaluate whether the governmental unit is in compliance with provi­
sions of indentures and restrictive covenants, including provisions on 
the use of proceeds.
•  Review the disposition of interest-earning and unexpended debt pro­
ceeds for compliance with bond covenants or legal statutes.
•  Review procedures for calculating and recording any arbitrage rebate 
liability.
•  Review the debt limit calculation and computation of any special tax 
levy-related debt service payments.
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Chapter 12 
Interfund Transactions and Fund Equity*
Introduction
12.01 The need to properly account for and report interfund transactions 
and relationships and the composition of fund equity balances is unique to the 
governmental fund accounting environment. GASB Cod. sec. 1800 provides 
guidance regarding the classifying and reporting of interfund transactions and 
fund equity balances.
Nature of Transactions
12.02 Interfund transactions are divided into two categories with various 
subcategories. The first is revenues and expenditure/expense transactions 
consisting of reimbursements and quasi-external transactions. The second is 
the reallocation of resources transactions consisting of temporary interfund 
loans or advances, permanent residual equity transfers, or operating transfers. 
In addition, asset or liability accounts are used to record short-term amounts 
owed to one fund by another fund within the same reporting entity, or for goods 
or services rendered, where one fund incurs the liability for an expenditure/ex­
pense chargeable to another fund.
12.03 The equity of governmental fund types is classified as the fund 
balance and is composed of either reserved or unreserved balances. Generally, 
reserves are established to indicate a claim against assets or to identify certain 
assets not available for appropriation. The unreserved portion is further 
classified as designated or undesignated. The designations of fund balances 
originate through actions of either the executive or legislative branches of the 
governmental unit and indicates the tentative future use of available re­
sources. Designations should be distinguished clearly from reserves, since 
managerial plans are subject to change and may never be legally authorized or 
result in expenditures.
Accounting and Auditing Considerations 
Interfund Transactions
12.04 Interfund revenue and expenditure/expense transactions fall into 
the following categories:
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Reimbursements. Transactions that constitute reimbursements of a 
fund for an expenditure/expense initially made from it that is properly 
applicable to another fund. For example, an expenditure properly 
chargeable to a special revenue fund was initially recorded in the 
general fund, which, when subsequently reimbursed, is recorded as an 
expenditure in the special revenue fund and as a reduction of the 
expenditure account in the general fund. The interfund reimburse­
ment accounting method is not used to record transactions that prop­
erly represent transfers between funds.
Quasi-External Transactions. Transactions that would be accounted 
for appropriately as revenue and expenditures or expenses, if they 
involved organizations external to the governmental unit. Examples 
include payments in lieu of taxes by an enterprise fund to the general 
fund, employer contributions from the general fund to the employer 
pension trust fund, internal service, or enterprise fund charges to 
other funds for goods or services based on established user charges.
12.05 Reallocation of resources-type transactions consists of the following:
•  Interfund Loans or Advances. These are the transfer of moneys be­
tween funds within the same entity, usually for working capital 
purposes with the expectation of repayment, where no goods were sold 
or services rendered.
•  Residual Equity Transfers. These are the nonrecurring or nonroutine 
transfer of equity between funds. In the governmental fund types, 
residual equity transfers are reported on the operating statement as 
additions to or deletions from the beginning fund balance. In the 
proprietary fund types, residual equity transfers are reported as 
additions to contributed capital, or as reductions of contributed capital 
or retained earnings, as appropriate.
•  Operating Transfers. These are all other legally authorized interfund 
transfers, other than residual equity transfers, from a fund receiving 
revenue to a fund through which resources are expended. Examples 
include the transfer of tax revenue from the general fund to the debt 
service fund for debt service payments, the transfer of highway toll 
revenue from a special revenue fund to the capital project fund for the 
construction of a fixed asset, and the transfer of an operating subsidy 
from the general fund to an enterprise fund to support operations. 
Operating transfers are neither revenue, expenditure, nor expenses, 
and, therefore, are classified as other financing sources/uses in the 
operating statement in the governmental fund types and in a separate 
subsection before net income in the proprietary fund types.
Fund Balance
12.06 The total fund balance is subdivided into two categories, as appli­
cable, reserved and unreserved.
12.07 R eserved Fund B alances. Reservations of fund balance are es­
tablished to indicate that a portion of the fund balances is (a) legally segregated 
for a specific use (for example, a contractual commitment to third parties that 
has not materialized as a liability at the balance sheet date), or (b) not 
appropriable for expenditure because the underlying net asset is not an avail­
able financial resource for current appropriation or expenditure (for example, 
inventories, prepaid items, noncurrent receivables, or interfund advances). 
Such reserves are not intended as valuation allowances, but merely demon­
strate the current unavailability of the assets to pay current expenditures. If a
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valuation allowance is required, it is presented as a reduction of the carrying 
amount of the asset. In addition, if the collectibility of an interfund receivable 
is doubtful, consideration is given to reclassifying the amount as a transfer.
12.08 Unreserved Fund Balances. Unreserved fund balances can be 
subdivided into designated and undesignated.
12.09 D esignated. Designations indicate tentative management plans 
for the future use of certain financial resources that may never be legally 
authorized or result in expenditures. Examples of such designations include 
the amount to be included in the next year’s budget for appropriations, avail­
able for completion of capital projects, and earmarked for unknown contingent 
liabilities. Generally, designations are supported by definitive plans and ap­
proved by the governmental unit’s senior management. Designations should 
not result in negative undesignated balances being reported on the financial 
statements. In such cases, disclosures of designations can be included in the 
footnotes.
12.10 Undesignated. The fund balance remaining after the reduction 
for reserved and designated balances is identified as the undesignated fund 
balance. This amount generally is equal to the amount available for future 
budget appropriation. However, state laws may establish minimum amounts 
that are accumulated before undesignated fund balances are available for 
appropriation and/or maximum amounts that are permitted before appropria­
tion of any balance is required.
Reserve for Encumbrances
12.11 Encumbrances (discussed previously in chapters 6, “The Budget,” 
and 9, “Expenditures and Related Liabilities”), represent commitments related 
to unperformed contracts for services and undelivered goods. If encumbered 
appropriations (budget authorizations) do not legally lapse, an amount equal 
to those encumbrances outstanding at year end is reclassified from the unre­
served and undesignated fund balance to a reserve for encumbrances as a 
demonstration of future contractual claims against the fund balance.
Reserves for Inventory, Prepaid Items, and Long-Term Assets
12.12 Reserves for inventory, prepaid, and long-term assets are estab­
lished to convey that such assets are not available for appropriation. Although, 
as noted in chapter 9, establishing reserves for inventory and prepaid items 
determined using the consumption method is optional, reserve accounting is 
required in cases where long-term assets are present. Governments using the 
purchase option for inventories should record the change in the required 
reserve as a change in fund balance.
12.13 The aggregate fund balance of any fund is not changed by the fact 
that a governmental unit has, or does not have, reserves or designations. Only 
the financial statement presentation of the components of total fund balance is 
affected by the presentation of any reserves or designations.
12.14 Changes in the aggregate fund balances can result from any of the 
following:
•  Excesses (deficits) of revenues and other financing sources over (un­
der) expenditures and other uses
•  Changes in inventories accounted for using the purchases method
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•  Residual equity transfers as defined in GASB Cod. sec. 1800.106
•  Prior period adjustments
•  Changes in accounting principles
Financial Statement Presentation and Disclosure 
Fund Balance
12.15 An example of the presentation of the fund balances of a govern­
mental entity is presented in GASB Cod. sec. 2200.903, example 1. In addition 
to previously described reserves and designations, which relate principally to 
the general fund, the fund balances of other governmental fund types can have 
amounts classified as reserved or designated. Reserves and designations in 
such funds may relate to identified portions intended for a particular purpose 
or to the fact that the total balance is restricted for the purpose of the fund type. 
However, many governmental units do not classify such balances as reserved 
or designated on the basis that the nature of the respective fund types provides 
adequate information regarding intent. The following additional comments 
relate to other governmental fund types.
12.16 S pecia l Revenue. Fund balance reserves and designations can 
apply to special revenue funds. Negative balances in such funds might occur if 
expenditures are incurred before the related revenues are “available.” For 
example, eligible expenditures may be incurred on grant (nonexchange trans­
action) programs before the revenue amounts are “available” for recognition 
under the modified accrual criterion.
12.17 D ebt Service. The fund balance of debt service funds is held only 
for meeting debt service requirements composed of principal, interest, and 
fiscal charges and can be categorized as reserved or designated for debt service. 
The fund balance of this fund type usually determines the amount available in 
debt service funds shown in the GLTDAG.
12.18 C a p ita l Projects. Capital projects funds are used to demon­
strate compliance with legal and contractual provisions and to compile certain 
cost data in the construction of major capital facilities. The fund balance 
usually represents unexpended resources designated or reserved for specific 
projects.
Changes in Fund Balance
12.19 GASB Cod. sec. 2200.113 requires the presentation of changes in 
fund balances on the combined statement of revenues, expenditures, and 
changes in fund balances—all governmental fund types and discretely pre­
sented component units. The fund balance reconciled in that statement may be 
either the unreserved or the total fund balance (GASB Cod. sec. 2200.904(b)). 
If the statement presents changes in total fund balance, material changes in 
each reserve and designation should be disclosed in notes to the financial 
statements.
Other Note Disclosures
12.20 Note disclosures should include identification of a negative fund 
balance in any individual fund and the plans for how it will be liquidated. 
Designated or reserved balances not evident in the financial statements should 
be presented in the notes.
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Assertions
12.21 The categories of financial statement assertions and the specific 
audit objective applicable for interfund transactions and fund equity are 
related as follows:
•  Existence or Occurrence. All recorded interfund transactions, and 
changes in reserved, designated, and undesignated fund balance are 
based on actual transactions between funds or are in accordance with 
any contractual or legal requirements.
•  Completeness. All interfund transactions and reservations and des­
ignations of fund balance are identified, recorded, and disclosed.
•  Rights and Obligations. Reserves required by law or contractual 
agreement comply with contractual or legal restrictions. Interfund 
transactions are in accordance with budget, legislative, or manage­
ment authorizations, as applicable.
•  Valuation or Allocation. Interfund transactions are recorded at the 
correct amounts in the proper funds and are valued at appropriate 
amounts.
•  Presentation and Disclosure. All balance-sheet interfund balances 
between funds are reconciled and disclosed, and all reserves and 
designations are properly classified and adequately described.
Internal Control and Auditing Considerations
12.22 The auditor acquires an understanding of the internal control over 
interfund and fund balance transactions. This understanding considers the 
nature of all significant types of transfers and changes in fund balance to 
perform a risk assessment and determine the applicable audit procedures for 
each.
12.23 The auditor may need to consider the following specific audit objec­
tives, selected controls, and auditing procedures.
Interfund Transactions
12.24 The principal objectives of the audit of interfund transactions in­
clude obtaining evidence that—
•  Transactions between funds representing reimbursements or quasi- 
external transactions are properly classified, reported, and disclosed 
in the financial statements.
•  Transactions between funds representing the reallocation of resources 
are properly authorized through legislative or budgetary actions and are 
properly classified, reported, and disclosed in the financial statements.
Fund Balance
12.25 The principal objectives of the audit of fund balances include ob­
taining evidence that—
•  All fund balances and related transactions are reported in the financial 
statements in conformity with GAAP and in compliance with state and 
local regulations or requirements.
•  The components of fund balance are properly classified and described.
•  Reserves and designated balances are properly authorized.
AAG-SLG 12.25
124 State and Local Governmental Units (Non-GASB 34)
Audit Procedures
12.26 For interfund transfers, the auditor should consider performing 
procedures, as appropriate, relative to—
•  Whether all interfund transactions have been properly identified and 
classified by type within the financial statements.
•  Whether interfund transfers are legal and properly authorized, clas­
sified, and documented.
•  Whether interfund transfers comply with purpose restrictions on the 
resources or, instead, whether preexisting purpose restrictions are 
maintained after the resources are transferred to another fund.
12.27 For reserved and designated fund balances the auditor should 
consider performing procedures, as appropriate, relative to—
•  Whether documentation exists supporting all required reserved fund 
balances.
•  Whether required reserved fund balances are established; these may 
create a negative (deficit) unreserved fund balance.
•  Whether a reserve for encumbrances is required or whether encum­
brances lapse at year end under state law, local charter requirements, 
or other regulations.
•  Whether documentation exists to satisfy the requirement that desig­
nations are required or approved by either the chief executive officer 
or the legislature.
•  Whether the designations of fund balances do not create or increase a 
negative unreserved and undesignated fund balance at the balance- 
sheet date regardless of the amount of fund balance that existed at the 
time of making the designation.
•  Whether the designations of fund balances recorded represent demon­
stration of future expenditure intentions as distinct from unperformed 
(executory) contracts that should be reported as encumbrances.
•  Whether reserved and designated fund balances represent only clas­
sification of aggregate fund balances and are not used to absorb future 
charges or credits.
•  Whether reserved and designated fund balances no longer required 
are returned to the unreserved and undesignated fund balance.
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Chapter 13 
Proprietary Fund Types*,**
Introduction
13.01 The proprietary funds used to account for a government’s ongoing 
activities are similar to those found in the private sector and consist of 
enterprise funds and internal service funds.
Nature of Transactions 
Enterprise Funds
13.02 Enterprise funds account for operations that are financed and 
operated much like private business enterprises, meaning that the governing 
body has decided one of the following:
a. The intention is that the costs (expenses, including depreciation) of 
providing goods and services to the general public on a continuing 
basis are to be financed or recovered primarily through user charges.
b. The periodic determination of revenues earned, expenses incurred, 
and net income is appropriate for capital maintenance, public policy, 
management control, accountability, or other purposes. See GASB 
Cod. sec. 1300.104b(1).
13.03 Examples of enterprise funds in which user fees usually are 
charged to recover the costs of rendering services include the following:
•  Public utilities (for example, water, sewer, gas, electric, storm water, 
trash, and garbage disposal)
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement o f Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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•  Recreation and cultural operations (for example, stadiums, arenas, 
sports facilities, convention centers, swimming pools, golf courses, and 
amusement parks)
•  Services (for example, parking garages, toll facilities, airports, and 
public docks)
•  Public entity risk pools
13.04 Examples of enterprise funds used to measure periodic revenue or 
expense determination, capital maintenance, or to achieve separate account­
ability may include—
•  Hospitals and health care facilities
•  Transportation activities for which fare collections usually do not cover 
costs, and subsidies from other funds or operating grants from other 
governments generally are necessary to sustain operations
•  Housing and urban redevelopment activities in which tenant rentals 
or land rates cover only a portion of costs, and subsidies or operating 
grants are necessary to meet operating expenses
•  Food service programs of school districts
Internal Service Funds
13.05 Internal service funds are used to account for goods or services 
provided by a central service department or agency to other departments, 
agencies, or component units of the governmental unit, or to other unrelated 
governmental units, usually on a cost reimbursement basis. Accordingly, reve­
nue and other financial resources of these funds should recover expenses, 
including depreciation. (See GASB Cod. sec. 1300.104b(2).)
13.06 Examples of internal service fund activities include the following:
•  Communications servicer (telephone and mail)
•  Data processing
•  Printing and duplication
•  Motor pools and maintenance operations
•  Central supply stores
•  Building occupancy and maintenance
•  Risk retention
Accounting and Auditing Considerations 
Generally Accepted Accounting Principles
13.07 GAAP for proprietary funds are generally those applicable to simi­
lar businesses in the private sector; the measurement focus is on the determi­
nation of net income, financial position, and cash flows. All assets, liabilities, 
equities, revenues, expenses, and transfers relating to the government’s busi­
ness, including fixed assets and long-term debt, are accounted for in a single 
proprietary fund rather than in a series of funds and account groups.
13.08 SAS No. 69, The Meaning of Present Fairly in Conformity With 
Generally Accepted Accounting Principles, as amended by SAS No. 91, Federal 
GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), de­
scribes the hierarchy of pronouncements applicable to governmental entities.
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GASB Statement No. 20, Accounting and Financial Reporting for Proprietary 
Funds and Other Governmental Entities That Use Proprietary Fund Account­
ing, provides guidance on accounting and financial reporting for proprietary 
funds and entities that use proprietary fund accounting and reporting. Proprie­
tary funds should apply all applicable GASB pronouncements as well as the 
following pronouncements issued on or before November 30 , 1989, unless those 
pronouncements conflict with or contradict GASB pronouncements: State­
ments and Interpretations of the Financial Accounting Standards Board 
(FASB), Accounting Principles Board (APB) Opinions and Accounting Re­
search Bulletins (ARBs) of the Committee on Accounting Procedure. In addi­
tion, a proprietary fund may also apply all FASB Statem ents and 
Interpretations issued after November 30, 1989, except for those that conflict 
with or contradict GASB pronouncements. That is, a proprietary fund should 
apply either all or none of the FASB pronouncements issued after November 
30, 1989. The same application of FASB pronouncements is encouraged to be 
used for all proprietary funds, including component units, in the general- 
purpose financial statements of the financial reporting entity.
Billings and Customer Receivables
13.09 Governments usually bill utility customers on cycle dates on a 
monthly or multimonthly billing basis. Cycle billing may result in material 
unbilled receivables at the end of an accounting period. For example, if meters 
are read and billed quarterly on cycle dates spread evenly throughout the 
quarter, an average of forty-five days’ service for the entire customer base is 
unbilled at the end of the accounting period. However, consideration is re­
quired as to the characteristics of the billing period, such as seasonal usage. 
Proprietary funds should record estimated unbilled services, if material.
Customer and Developer Deposits
13.10 Many utility-type enterprise funds require customer deposits to 
assure timely payment for services. Deposits are normally required before 
service starts and are refunded when service is terminated. Land developers 
may also be required to make good-faith deposits to finance the cost of extend­
ing utility service lines.
13.11 Unearned deposits from customers and developers are initially 
recorded as liabilities in proprietary funds. Customer deposits remain in 
liabilities until they are applied against unpaid billings or refunded to custom­
ers. Developer deposits are recognized as revenue (a) using the provisions of 
GASB Cod. sec. N50 if they are for nonexchange transactions or (b) when they 
are no longer refundable if they are for exchange transactions. With regard to 
capitalization contributions (contributions sometimes made by state and local 
governmental entities to meet initial or ongoing capital minimums when 
forming a public entity risk pool), auditors should refer to GASB Cod. sec. C50 
to determine whether these contributions should be recorded as deposits.
Property, Plant, and Equipment
13.12 Fixed assets are constructed or acquired by proprietary funds from 
existing resources, capital contributions or grants, or borrowed funds. Fixed 
assets also are acquired or constructed in capital projects funds and contrib­
uted to proprietary funds. Assets acquired through other funds in prior years 
and recorded in the GFAAG are sometimes later contributed to a proprietary 
fund. The latter is especially likely in the case of newly established proprietary
AAG-SLG 13.12
130 State and Local Governmental Units (Non-GASB 34)
funds. Assets transferred from the GFAAG after some portion of the economic 
life of the assets has expired are recorded in the proprietary fund at original 
cost less an amount equivalent to the depreciation that would have been 
recorded had the asset been initially recorded in the proprietary fund and, if 
warranted, by an amount to reduce the asset to its estimated utility value. 
Fixed assets that are transferred from proprietary funds to the GFAAG are 
removed from the proprietary fund at book value, that is, no gain or loss is 
recognized in the proprietary fund. (See chapter 10, “Capital Expenditures and 
Related Fund and Account Group Activity,” paragraph 10.19 for further discus­
sion of asset transfers.)
13.13 When appropriate, interest incurred to construct a fixed asset 
should be capitalized in accordance with FASB Statements No. 34, Capitaliza­
tion of Interest Costs, and No. 62, Capitalization of Interest Cost in Situations 
Involving Certain Tax-Exempt Borrowings and Certain Gifts and Grants. The 
accounting policy with respect to capitalization of interest should be disclosed 
and consistently applied.
Long-Term Debt
13.14 Proprietary funds, particularly utility-type enterprise funds, fre­
quently finance capital construction by issuing general obligation bonds or 
revenue bonds. Revenue bonds usually are repayable solely from pledged 
revenues—hence, the name revenue bonds—or they are sometimes referred to 
as double-barreled bonds, when, in addition to the pledged revenue stream, 
they are secured by a pledge of the full faith and credit of the issuing govern­
mental entity.
13.15 Regardless of the type of security, general obligation bonds and 
revenue bonds (and similar hybrid debt issues) are recorded as liabilities of the 
proprietary fund that initiates the issuance of the bonds, benefits from the 
proceeds, and will repay the debt. Revenue bonds or general obligation bonds 
repayable by a proprietary fund are not recorded in the GLTDAG.
13.16 Most revenue bond indentures restrict the use of unexpended bond 
proceeds, and many restrict other activities of the issuer. For example, many 
indentures restrict the use of bond proceeds to the construction or acquisition 
of specific assets. Other restrictions include the maintenance of prescribed net 
income levels or requirements to use all or a portion of the fund’s net operating 
income in meeting current debt service payments. A sinking fund is often 
required to set aside resources for the payment of future debt service obliga­
tions. Other covenants may set forth requirements for the disposition of any 
unused proceeds of the bond issue after construction is completed. Adequate 
disclosure is required in the financial statements or footnotes of any significant 
restrictions.
13.17 Refer to chapter 11, “Debt and Debt Service,” paragraph 11.29 for 
a description of arbitrage requirements under the Internal Revenue Code and 
arbitrage rebate regulations issued by the IRS. Any liability for arbitrage 
payable to the federal government for debt recorded in a proprietary fund 
should be recorded as a liability of that fund.
Contributed Capital
13.18 The contributed capital of proprietary fund types is often provided 
by contributions from other funds of the governmental unit. Before the provi­
sions of GASB Statement No. 33, as amended, became effective, proprietary
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funds also were required to report the following as contributed capital—(a) 
intergovernmental grants restricted for the acquisition or construction of 
capital assets and (b) certain contributions from utility system developers or 
users (including contributions received in the form of assets or facilities, such 
as utility system distribution lines). The provisions of GASB Statement No. 33, 
which are reflected primarily in GASB Cod. sec. N50, require resources from 
sources (a) and (b) to be reported as revenues. However, GASB Statement No. 
33, footnote 18, also states that governments should not restate previously 
recorded contributed capital from those sources until they implement the 
provisions of GASB Statement No. 34.
Depreciation on Fixed Assets Financed by Contributed Capital
13.19 The depreciation expense related to assets financed by capital 
grants previously recorded as contributed capital is recorded in the income 
statement, but a governmental unit may elect to close such depreciation to 
contributed capital rather than to retained earnings. If this option is elected, 
pursuant to GASB Cod. sec. 1800.124, the closeout of the depreciation is 
recorded by debiting contributed capital and crediting retained earnings. This 
entry is reflected on the income statement immediately following net income.
Revenue and Expense Determination
13.20 Revenue for goods and services provided to other funds is recorded 
by the fund providing the goods or services, and expenses or expenditures, as 
appropriate, are recorded by the fund receiving the goods or services.
13.21 If costs related to the operations of a proprietary fund are paid by 
another fund (for example, employee fringe benefits paid by the general fund) 
and reimbursed by the proprietary fund, they are recorded in accordance with 
GASB Cod. sec. 1800.103b.
13.22 If a proprietary fund provides rate-regulated services of the type 
and under the conditions contemplated in FASB Statement No. 71, Accounting 
for the Effects of Certain Types of Regulation, the provisions of that pronounce­
ment may be considered. Pronouncements related to FASB Statement No. 71 
may also be applicable using the guidance in GASB Statement No. 20.
Systems Development Fees
13.23 Fees charged to join an existing utility system or for the extension 
of an existing utility system are commonly referred to as tap fees, connection 
fees, or systems development fees. In some instances, fees related to the 
physical connection to the system are recorded as operating income, and the 
related costs are expensed. In other cases, amounts assessed that substantially 
exceed the cost to connect are recorded the same as other revenues from capital 
contributions or the entire tap fee is recorded as nonoperating revenue.
Intergovernmental Grants
13.24 Grants, entitlements, and shared revenues received by proprietary 
funds for operating purposes or that may be used in support of either current 
operating expenses or capital facility acquisition at the discretion of the recipi­
ent government are recorded as nonoperating revenues immediately before net
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income in the accounting period in which they are earned and become measur­
able. Those restricted for the acquisition or construction of capital assets are 
recorded the same as other revenues from capital contributions. GASB Cod. 
sec. N50 establishes accounting and financial reporting standards for pass­
through grants and on-behalf payments for fringe benefits and salaries and 
GASB Cod. sec. F60 establishes accounting and financial reporting standards 
for food stamps.
Interfund Transactions
13.25 Refer to chapter 12, “Interfund Transactions and Fund Equity,” for 
a description of interfund transactions. Charges for services (for example, 
utility or usage) and payments in lieu of taxes are reported as quasi-external 
transactions. Operating transfers in (out) are reported immediately before net 
income. Residual equity transfers in (out) are reported as increases (decreases) 
in contributed capital, although residual equity transfers out may also reduce 
retained earnings.
13.26 Proprietary funds may provide services to other funds that are 
recorded as revenues and expenses if they involve user charges similar to 
those charged to parties outside the governmental unit. Such interfund, quasi- 
external transactions are accounted for as revenues of the providing fund and 
expenses or expenditures of the receiving fund, as if they involved outside 
parties. Such interfund transactions generally constitute the principal source 
of revenues of internal service funds because those funds are established to 
serve user funds within the governmental unit.
Internal Service Fund Considerations
13.27 GAAP require internal service funds to operate on a cost reimburse­
ment approach (GASB Cod. sec. 1300.104b(2)), which implies breakeven each 
year or over several years. Thus, rates should not be established at confiscatory 
levels that siphon off assets earmarked for other purposes. Likewise, rates 
should not be set so low as to incur significant losses that result in retained 
earnings deficits. A pattern of annual operating deficits, particularly if it 
results in an accumulated retained earnings deficit, indicates that the fund has 
failed to charge users adequately for the cost of goods or services provided by 
the internal service fund. Because the intent of these funds is to facilitate cost 
allocation, the accumulation of resources or deficits over a long term is consid­
ered inappropriate.
Public Entity Risk Pools
13.28 GASB Cod. sec. Po20 defines a public entity risk pool as a coopera­
tive group of governmental entities joining together to finance an exposure, 
liability, or risk. A pool may be stand-alone or included as part of a larger 
governmental entity. All public entity risk pools should account for their 
activities in an enterprise fund regardless of whether there is a transfer or 
pooling of risk.
13.29 Several specific disclosures are required for public entity risk pools, 
and GASB Cod. sec. Po20 requires revenue and claims development informa­
tion to be included as required supplementary information (RSI). The RSI 
includes both information in a table format and a reconciliation of claims 
liabilities by type of contract.
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13.30 Pools that do not transfer or pool risk among participants are acting 
as claims servicers and not insurers. The operating statements of these pools 
should report claims servicing revenue and administrative costs. Amounts 
collected or due from pool participants and paid to settle claims should be 
reported as a net asset or liability on an accrual basis.
Entities Other Than Pools
13.31 Accounting for participation in pools depends on whether the entity 
transfers risk to the pool or shares its risks with the risks of other pool 
participants, or whether it enters a pool that simply performs a claims servic­
ing function for the entity. If an entity does not transfer or share its risks 
through a pool and uses a single fund to account for its risk-financing activities, 
that fund should be either the general fund or an internal service fund. 
Auditors should refer to GASB Cod. secs. C50, J50, and Po20 for accounting 
and financial reporting guidance for capitalization contributions.
13.32 GASB Cod. sec. C50 requires state and local governments other 
than pools that use risk management internal service funds to meet certain 
interfund charges guidelines, including when they are permitted to include in 
their rates a reasonable provision for expected future catastrophe losses. (See 
also Chapter 3 of the GASB staff's Comprehensive Implementation Guide.)
Financial Statement Presentation and Disclosure
13.33 Enterprise funds and internal service funds are each combined in 
the GPFS. The totals of those two fund types are labeled enterprise and internal 
service and displayed in separate columns under the heading proprietary fund 
types in the GPFS.
Summary of Significant Accounting Policies
13.34 A summary of significant accounting policies generally discloses 
revenue recognition practices, asset lives, methods used to determine and 
record depreciation on assets, and other applicable accounting policies as 
outlined in GASB Cod. sec. 2300.106.
Segment Information
13.35 GPFS generally contain combined information and, accordingly, 
the segment information described in GASB Cod. sec. 2500 is disclosed for 
certain individual enterprise funds of the primary government, including the 
blended component units. Segment information usually is disclosed in the 
footnotes. As noted in GASB Cod. sec. 2500.109, the financial reporting entity’s 
financial statements should make those discretely presented component unit 
disclosures that are essential to fair presentation of the financial reporting 
entity’s GPFS.
Special Considerations—Government-Owned Hospitals 
and Universities
13.36 Governmental entities frequently operate hospitals and institu­
tions of higher education. As noted in chapter 15, “Special Governmental 
Units,” of this guide, the provisions of the AICPA Audit and Accounting Guide 
Health Care Organizations and GASB Cod. secs. Co5 and Ho5 generally apply 
to those activities.
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13.37 Judgment is required in determining the proper fund in which to 
record health care activity. For example, governmental institutions for the 
long-term care of the elderly, the mentally retarded, or children are often 
accounted for in the general fund or a special revenue fund rather than as 
enterprise funds when they are not user-fee supported. Hospitals operated by 
governments, however, generally are accounted for as an enterprise fund, as 
provided by GASB Cod. secs. H50 and Ho5, even if indigent care or contractual 
allowances are significant.
Internal Control and Auditing Considerations
13.38 Audit objectives for proprietary funds are similar to those for 
business enterprises. However, as in the case with governmental financial 
statements generally, compliance with laws and regulations is a significant 
consideration. Many smaller governmental entities have neither enough peo­
ple nor adequate internal control over enterprise fund billing, collection, and 
accounting functions, and, therefore, the auditor may have to place more 
reliance on substantive testing.
Proprietary Fund Types
13.39 Proprietary funds normally have the same internal control con­
cerns as all other funds of the reporting entity. However, the following areas 
frequently require special consideration;
13.40 Cash. The cash receipts and collection methods for proprietary 
funds are often different than those for governmental funds. The auditor 
should obtain an understanding of the internal control and assess control risk 
in areas such as public transportation fare-box collections, parking meter 
collections, lottery revenues, and student registrations.
13.41 Quasi-Autonomous Component Units. Many enterprise opera­
tions are conducted by quasi-autonomous component units operating sepa­
rately from the sponsoring government. Accordingly, the internal control of 
enterprise funds frequently will require separate consideration from that of the 
sponsoring governmental unit.
13.42 Utility Billings. Internal control should provide reasonable as­
surance that customers have meters, that meters are read, that unusual or 
illogical readings are investigated, and that the aggregate use indicated by the 
reading of individual meters is reconcilable to the total use for the system.
Audit Procedures
13.43 Rate-Setting and B illing Procedures. The auditor should con­
sider any applicable regulatory rate-setting documents and the data support­
ing compliance with those regulations. The auditor should also determine 
whether the rates established are billed consistently and whether rate changes 
are incorporated into the billing system on a timely basis.
13.44 Contributions and Grants. The auditor should review grant 
and contract documents to determine any restrictions or compliance require­
ments and determine the amount of any noncompliance liability. Noncompli­
ance may require the refund of all or a part of the grant. (See also the AICPA 
Audit Guide Audits of States, Local Governments, and Not-for-Profit Organiza­
tions Receiving Federal Awards.)
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Chapter 14 
Fiduciary Funds*
Introduction
14.01 The fiduciary fund type is used to account for assets held by a 
governmental unit in a trustee or safekeeping capacity, or as an agent for 
third-party individuals, private organizations, other governmental units, 
and/or other funds or component units of the financial reporting entity. Fidu­
ciary funds, as defined in GASB Cod. sec. 1300, include expendable trust funds, 
nonexpendable trust funds, pension trust funds, investment trust funds, and 
agency funds.
Nature of Transactions
14.02 Transactions may differ substantially between fiduciary fund 
types. Accordingly, each is discussed separately.
Expendable Trust Funds
14.03 Expendable trust funds are used to account for fiduciary relation­
ships in which both the trust principal (corpus) and earnings thereon may be 
expended for the purposes of the trust. A variety of expendable trust funds are 
found in practice. IRC sec. 457 deferred compensation plans and escheat 
property may be reported as expendable trust funds, as provided for in GASB 
Cod. sec. D25 and GASB Cod. sec. E70, respectively.
Nonexpendable Trust Funds
14.04 Nonexpendable trust funds are commonly used to account for fidu­
ciary relationships in which the trust principal (corpus) may not be expended 
but must be kept intact, that is, the capital must be maintained. The earnings 
are sometimes nonexpendable, but often are expendable. Nonexpendable trust 
funds are often required, for example, when a state or local government 
receives gifts or bequests to maintain cemeteries, landmark buildings, or other 
structures in perpetuity.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Pension Trust Funds
14.05 Pension trust funds are used to account for activities related to 
public employee retirement systems (PERS), which are administered by the 
financial reporting entity. Some state and local governmental units manage 
multiple-employer PERS for component units or other governmental units. 
The employees of some governmental units are covered by PERS administered 
by other governmental units; for example, teachers in a particular school 
district are covered by a state PERS established for the benefit of substantially 
all teachers employed in the state.
Investment Trust Funds
14.06 Investment trust funds are used by governmental entities that 
sponsor one or more external investment pools. A separate investment trust 
fund must be established by the sponsoring government to report the external 
portion of each pool. (The external portion of an external investment pool is the 
portion that belongs to legally separate entities that are not part of the 
sponsoring government’s financial reporting entity.) Also, governmental enti­
ties that provide individual investment accounts to other legally separate 
entities that are not part of the same financial reporting entity should report 
those investments in one or more separate investment trust funds.
Agency Funds
14.07 Agency funds are used to account for fiduciary relationships involv­
ing only custodial or modest management responsibilities. They report assets 
received for, and disbursed to, other governmental units or private sector 
organizations or groups. Examples of the use of an agency fund include a local 
government that collects fines for a state or collects sales taxes levied by 
another unit of government that are redistributed to such other units of 
government, student activity funds in school districts, escheat property held 
for other governments (see paragraphs 16.31 and 16.32), or assets held by 
courts pending disbursements to beneficiaries. GASB Cod. sec. S40.119 re­
quires the use of an agency fund to account for the special assessment debt 
service transactions and balances currently due when a government is admin­
istering special assessment capital improvement projects, but is not obligated 
in any manner for the special assessment debt.
14.08 The historical practice of using agency funds to account for payroll 
withholdings is discouraged because such transactions can be accounted for 
adequately in originating funds. In the interest of maintaining the fewest 
number of funds possible, transactions that can be accounted for as liabilities 
of a specific fund (for example, payroll withholding for general fund employees) 
may be so recorded.
Accounting and Auditing Considerations 
Expendable/Nonexpendable Trust Funds
14.09 Expendable trust funds are accounted for in essentially the same 
manner as governmental funds. Nonexpendable trust funds are accounted for 
in essentially the same manner as proprietary funds.
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Pension Trust Funds
14.10 Pension trust funds are maintained on the accrual basis of account­
ing. If a PERS meets the provisions of GASB Cod. sec. 2100, the PERS is 
included in the governmental entity’s financial statements. See also GASB 
Cod. sec. 2100.119 and .140 concerning the reporting of fiduciary funds and PERS.
14.11 GASB Cod. secs. P20, Pe5, and Pe6 include the authoritative 
sources of acceptable pension accounting principles. These sections are based 
on the requirements of the following three GASB statements:
a. GASB Statement No. 25, Financial Reporting for Defined Benefit 
Pension Plans and Note Disclosures for Defined Contribution Plans
b. GASB Statement No. 26, Financial Reporting for Postemployment 
Healthcare Plans Administered By Defined Benefit Pension Plans
c. GASB Statement No. 27, Accounting for Pensions by State and Local 
Governmental Employers
Investment Trust Funds
14.12 Investment trust funds are accounted for in essentially the same 
manner as proprietary funds. Transactions and balances are reported using 
the economic resources measurement focus and the accrual basis of accounting.
Agency Funds
14.13 Agency funds are purely custodial (assets equal to liabilities) and, 
thus, do not report a fund equity balance or measure results of operations. 
Agency funds use the modified accrual basis of accounting.
Deferred Compensation Plans
14.14 IRC sec. 457 authorizes certain state and local governmental units 
to provide deferred compensation plans for their employees. GASB Cod. sec. 
D25 provides accounting and reporting guidance for deferred compensation 
plans. Investments are generally recorded at fair value. Auditors should refer 
to GASB Cod. secs. I50 and D25 for detailed guidance on accounting and 
reporting for IRC sec. 457 plan investments (see also paragraph 14.19).
Financial Statement Presentation and Disclosure 
Summary of Significant Accounting Policies
14.15 Significant accounting policies to be disclosed include the basis of 
accounting for each of the fiduciary fund types, a description of the funds in 
use, the carrying basis of investments, and an explanation of any reservations 
of fund balance.
Pension Plan Disclosures
14.16 Pension plan disclosures are covered by GASB Cod. secs. Pe5 and 
Pe6. For defined benefit pension plans included in the financial statements of 
an employer, certain six-year historical trend required supplementary infor­
mation (RSI) is also required to be included in the GPFS following the foot­
notes, unless it is (a) included in a publicly available, stand-alone plan 
financial report and (b) the employer includes in its notes to the financial 
statements information about how to obtain the stand-alone plan financial report.
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Investment Trust Funds
14.17 In its financial statements, the sponsoring government should pre­
sent for each investment trust fund a statement of net assets and a statement 
of changes in net assets. The difference between the external pool assets and 
liabilities should be captioned net assets held in trust for pool participants. In 
the combined financial statements, investment trust funds should be pre­
sented in the balance sheet with trust and agency funds. A separate statement 
of changes in net assets should be presented for the combined investment trust 
funds, although that statement may be presented with similar trust funds, 
such as pension trust funds.
Agency Fund Presentation
14.18 Agency funds should be accounted for on the modified accrual basis. 
They are purely custodial (assets equal liabilities) and thus do not involve the 
measurement of results of operations. Neither revenues nor expenditures are 
recognized in agency funds. The year’s activity is shown in a combined state­
ment of changes in assets and liabilities—all agency funds—that presents 
changes in all the assets and liabilities rather than in only cash transactions. 
At the GPFS level, this statement is not required, but the information may be 
presented in footnotes.
Deferred Compensation Plan Presentation
14.19 GASB Cod. sec. D25 requires that an Internal Revenue Code sec­
tion 457 plan that meets the criteria in GASB Cod. sec. 1300.104c(1) for 
inclusion in the fiduciary funds of a government should be reported as an 
expendable trust fund in the financial statement of that government. GASB 
Cod. sec. 1300.104c(1) states that trust and agency funds are used to account 
for assets held by a governmental unit in a trustee capacity or as an agent for 
individuals, private organizations, other governmental units, and/or other 
funds. Many sponsors of IRC sec. 457 plans have little administrative involve­
ment and do not perform the investing functions for these plans. Therefore, in 
evaluating whether an IRC sec. 457 plan meets the criteria in GASB Cod. sec. 
1300.104c(1) for inclusion in the fiduciary funds, governmental entities will 
need to exercise judgment in determining whether they have fiduciary account­
ability for IRC sec. 457 plans and whether they hold the assets in a trustee 
capacity. If it is determined that a plan does not meet the criteria in GASB Cod. 
sec. 1300.104c(1), GASB Cod. sec. D25 would not require the IRC sec. 457 plan 
to be presented in the financial statements of the government.
Assertions
14.20 GASB Cod. sec. 1300 requires that the financial reporting applica­
ble to fiduciary funds should parallel those of the governmental funds for 
expendable trust and agency funds and those of proprietary funds for nonex­
pendable, investment, and pension trust funds. Therefore, the specific audit 
objectives should also be parallel.
Internal Control and Auditing Considerations
14.21 The audit objectives of fiduciary funds should parallel those of other 
funds using the accrual or modified accrual basis of accounting.
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14.22 Trust agreements or state and local statutes may impose special 
compliance requirements. In those circumstances, the auditor should obtain 
evidence of compliance with those requirements, which could have a direct and 
material effect on the financial statements. That is particularly important if 
noncompliance occurs and trust fund assets revert to residuary beneficiaries.
Audit Procedures
14.23 The auditor should become familiar with the various compliance 
and fiduciary responsibilities of the entity, as discussed in the previous para­
graph. The principal area of audit concern is the potential for the existence of 
a liability because of a misuse of assets.
14.24 PERS Transactions. PERS are generally comparable to pension 
plans in the private sector, hence, audit objectives are similar. Audit proce­
dures in governmental pension plans differ little in most areas from those of 
auditing private pension plans. For audit guidance, the auditor can refer to the 
AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, which 
discusses those procedures. There are, however, some unique functions, as­
pects, and activities of PERS that require special attention.
14.25 PERS Legal Requirem ents. The auditor should consider 
whether investments meet applicable statutory requirements. The require­
ments are normally set forth in state statutes or local ordinances or resolu­
tions. The Employee Retirement Income Security Act (ERISA) does not apply 
to state and local governments.
14.26 Pension Plan Adm inistration. When auditing the PERS, the 
auditor should determine who holds the administrative responsibilities of 
establishing contribution level, authorizing payments, and reporting. Some 
plans are administered on a day-to-day basis by the sponsoring governmental 
entity, or by a plan administrator, an investment advisor, a bank trust depart­
ment, an insurance company, or a combination thereof. The auditor should 
determine who has fiduciary responsibility for the plan and who is responsible 
for plan administration.
14.27 Income Allocation. Pension assets are sometimes combined with 
other assets of a governmental unit to enhance the investment return in a 
pooled investment account. If so, the auditor should consider whether invest­
ment income is allocated properly.
14.28 Actuarial Information. In evaluating actuarial information, the 
auditor may consider using the work of an actuary. In that connection, the 
auditor should consider the guidance of SAS No. 73, Using the Work of a 
Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). That pro­
nouncement, among other things, requires the auditor to make appropriate 
tests of data provided to the actuary. If the government does not have current 
actuarial data, the auditor should consider whether he or she should express a 
qualified opinion or disclaim an opinion. As part of an audit of PERS pension 
trust funds or the financial statements of a governmental employer that 
provides or participates in a pension plan, the auditor should consider sending 
a request to the actuary to confirm information taken from the actuary’s report. 
Appendix N includes an illustration of a confirmation that could be used by the 
auditor in such a situation.
14.29 P articipan t Eligibility. The auditor should consider testing the 
application of participant eligibility rules and statutory requirements, and 
evaluating whether the rules are followed consistently.
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14.30 P a rtic ip a n t Vesting. Vesting in the plan is subject to statutory 
requirements. The auditor should test vesting computations for compliance, 
and proper reporting and disclosure.
14.31 D a ta  V erification. Governments that participate in a pension 
plan administered by another governmental unit often experience difficulty in 
obtaining needed pension data. Appendix N includes an illustrative actuary 
confirmation letter. If the minimum information necessary to apply GASB Cod. 
secs. P20, Pe5, and Pe6 is not available, the auditor should consider whether 
it is necessary to express a qualified or adverse opinion.
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Chapter 15 
Special Governmental Units*,**
Introduction
15.01 Special governmental units usually provide single special-purpose 
services, in contrast with general governmental units that provide broad 
ranges of services. School districts represent the largest number of special 
governmental units; other special governmental units are usually referred to 
as authorities, agencies, or special districts. Such units are formed to provide 
a variety of services and may include the following:
•  Airports
•  Colleges and universities
•  Economic development boards
•  Fire protection districts
•  Forest preserve districts
•  Hospitals
•  Housing authorities
•  Indian tribes
•  Industrial development authorities
•  Libraries
•  Mosquito abatement districts
•  Park districts
•  Parking authorities
•  Pension plans
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and  
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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•  Port authorities
•  Public building authorities
•  Public health districts
•  Risk pools
•  River conservancy districts
•  Road and bridge authorities
•  Sanitation districts
•  Soil and water conservation, or management districts
•  Transportation authorities
•  Utilities
•  Water authorities
15.02 Depending on its organizational, reporting, and financial relation­
ships and characteristics, a special governmental unit may be considered to be 
either a primary government, stand-alone government, or a component unit of 
a reporting entity. In the last case, the unit may elect or be required to issue 
separate financial statements. The accounting, financial reporting, and audit­
ing considerations described in the preceding chapters, though applicable to 
general governmental units, are, in most cases, also applicable to either kind 
of special governmental unit. This chapter provides additional guidance for 
situations that the auditor may encounter in auditing special governmental 
units.
Applicability of Other Audit and Accounting Guides
15.03 A special governmental unit may be subject to the audit guidance 
provided in other audit and accounting guides. Audit guidance in other guides 
may apply to the following entities frequently operated by governments:
•  Providers of health care services
•  Colleges and universities
•  Certain nonprofit activities
•  Employee benefit plans
•  Voluntary health and welfare organizations
•  Property and liability insurance companies
Accounting Considerations 
General Principles
15.04 In planning the audit of a special governmental unit, the measure­
ment focus of the governmental unit needs to be determined. The scope of 
activities in which the special governmental unit participates must also be 
considered.
15.05 GASB Cod. secs. 1100.103 and 1300.104 describe the activities that 
are generally accounted for in each fund type. If the special governmental unit 
is involved in several distinguishable activities, and the flow of financial 
resources is the most appropriate measurement focus, it usually will be appro­
priate to present the unit’s operations by using several funds and following 
the basis of accounting used by governmental funds. If the focus of the special
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governmental unit is to measure the costs of operations of the organization 
using the economic resources measurement focus, the proprietary fund model 
usually should be followed. However, in practice, it is often difficult to deter­
mine whether the proprietary model should be used, so judgment may be 
required. In some instances, the activities of the special governmental unit will 
be varied, and certain of its activities should be accounted for using each of the 
models.
15.06 Primary or Stand-Alone Governments. All primary and stand­
alone governments should prepare financial statements for use by their gov­
erning boards, constituencies, creditors, and others. GASB Cod. sec. 2100 
provides criteria to determine whether a unit is a primary or stand-alone 
government or, instead, a component unit that should be included in the 
financial statements of a financial reporting entity.
15.07 Component Units R eporting Separately. GASB Cod. sec. 
2600.128 does not prohibit a component unit of a financial reporting entity 
from issuing separate financial reports. Separately issued financial reports are 
often issued, particularly if the financial statements are to be used in official 
statements for the sale of general obligation bonds, revenue bonds, or other 
debt of the component unit. The identity of the component unit, the fact that it 
is a component unit, and its relationship with the primary government should 
be disclosed in a footnote to the financial statements. The independent audi­
tors’ report should also disclose, appropriately, that the entity is a component 
unit of a financial reporting entity.
15.08 Joint Ventures. GASB Cod. sec. J50.102 defines a joint venture 
as a legal entity or other organization that results from a contractual arrange­
ment and that is owned, operated, or governed by two or more participants as 
a separate and specific activity subject to joint control, in which the partici­
pants retain (a) an ongoing financial interest, or (b) an ongoing financial 
responsibility. Ongoing financial interest and ongoing financial responsibility 
are discussed further in GASB Cod. sec. J50.103 and .104. Examples of joint 
ventures include, but are not limited to, regional transportation authorities, 
water treatment plants, solid waste facilities, airports, and libraries.
15.09 GASB Cod. sec. J50 discusses accounting for a joint venture. For 
financial reporting purposes, there are two types of joint ventures: (a) joint 
ventures whose participants have equity interests and (b) joint ventures whose 
participants do not have equity interests. If the government has an equity 
interest in the joint venture, that equity interest should be reported as an asset 
of the fund that has the equity interest or reported in the GFAAG.
15.10 Generally, for proprietary funds, an investment in joint venture 
account reported in a proprietary fund should report the participating govern­
ment’s equity interest calculated in accordance with the joint venture agree­
ment. If the joint venture agreement provides for the participating government 
to share in the operating results of the joint venture, the equity interest should 
be adjusted for the participant’s share of the joint venture’s net income or loss, 
regardless of whether the amount is actually remitted. The equity interest 
should be reported in the proprietary fund’s balance sheet as a single amount, 
and the fund’s share of the joint venture’s net income or loss should be reported 
in its operating statement as a single amount.
15.11 Since the equity interest of a governmental fund in a joint venture 
generally represents equity primarily in capital assets and otherwise does 
not meet the definition of a financial resource, it is inappropriate to report the
AAG-SLG 15.11
146 State and Local Governmental Units (Non-GASB 34)
entire net investment in joint venture as an asset in a governmental fund. All 
or a portion of the equity interest should be reported in the GFAAG. The 
amount that should be reported in the GFAAG is the total equity interest 
adjusted for any portion of the equity interest that is included in the balance 
sheet of a governmental fund.
15.12 The measurement focus and basis of accounting used by the joint 
venture are dependent on the flow of resources that are to be measured by the 
joint venture, regardless of what fund type the investor in the joint venture is. 
It may be appropriate, therefore, for a joint venture to use the flow of economic 
resources measurement focus, even though the investor in the joint venture is 
a fund that uses the flow of financial resources measurement focus.
Special Governmental Units
15.13 H ospitals. Hospitals and other providers of health care services 
generally should be reported as enterprise funds following GASB Cod. secs. 
H50 and Ho5, as discussed in chapter 13, “Proprietary Fund Types.” See also 
paragraph 9.13 for a discussion of joint costs and appendix L for a copy of SOP 
98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and 
State and Local Governmental Entities That Include Fund Raising, in its 
entirety.
15.14 Colleges a n d  U niversities. Colleges and universities should fol­
low either the AICPA college guide model or the governmental model of 
accounting and financial reporting. (See GASB Cod. sec. Co5.) The notes to 
separately issued financial statements should disclose the relationship to a 
financial reporting entity and the accounting policies followed. If the AICPA 
college guide model is followed, all disclosures normally included in govern­
mental financial statements should be made. In particular, disclosures con­
cerning deposits with financial institutions, investments, and repurchase 
agreements and disclosures regarding public employee retirement systems 
would be appli-cable. GASB Cod. sec. 2600 discusses how component units, 
including colleges and universities, should be presented in the financial state­
ments of a financial reporting entity. See also paragraph 9.13 for a discussion 
of joint costs and appendix L for a copy of SOP 98-2 in its entirety.
15.15 School D istric ts. School districts are the most frequently en­
countered special units. In some states, school districts operate as an integral 
part of a local governmental entity; but in others, school districts are primary 
governments or stand-alone governments. School districts may or may not 
have common boundaries with a political subdivision. Regardless of whether 
school districts are component units of a financial reporting entity, joint 
ventures of several reporting entities (such as consolidated districts), or meet 
the definition in GASB Cod. sec. 2100 as separate reporting entities, many 
school districts prepare separate financial statements in order to accomplish 
one of the following:
•  Support state or federal aid applications.
•  Report financial activities to parent, taxpayer, and citizen groups.
•  Prepare a financial report for use in an official statement.
15.16 There are several unique aspects of school districts, including the 
following:
•  Attendance Reporting. Most school districts receive state aid on the 
basis of average daily membership (ADM) or average daily attendance
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(ADA). ADM and ADA data typically are determined at individual 
schools and reported to a central attendance unit. That unit prepares 
reports for state aid and, in many cases, for federal aid, such as impact 
aid. Attention should be directed to attendance reporting because of its 
importance to overall revenues of the school district. Incorrect attendance 
reporting can lead to the allocation of too much or too little aid.
• Student A c tiv ity  Funds. Most school districts have cash funds or bank 
accounts at individual schools under the control of school principals 
(generally student-generated moneys). Attention should be directed to 
such funds, which are frequently excluded from the entity’s normal 
accounting records and controls. Student activity funds usually are 
reported as agency funds of the district.
• U.S. D epartm ent o f  Educa tion  Requirements. The Department of 
Education has issued F in a n c ia l Accounting fo r  Local and State School 
Systems, which suggests a standardized chart of accounts for school 
districts. Financial reporting standards under, and applications for, 
federal grants generally require preparation according to the format 
suggested in that publication. The auditor should be familiar with 
F in a n c ia l A ccounting fo r  Loca l and State School Systems or state- 
mandated variations of it.
• School Lunch  Program s. Most school districts participate in the U.S. 
Department of Agriculture (USDA) free or price-reduced food pro­
grams. The auditor should be familiar with the USDA’s regulations 
for such programs. USDA-donated commodities may also pose accounting 
and reporting problems; they are often reported as revenue when received 
and are recognized as an expenditure/expense when consumed.
15.17 State departments of education, the Association of School Business 
Officials, and the National Association of College and University Business 
Officers (NACUBO) have issued additional nonauthoritative publications on 
school system management, accounting, and financial reporting. Those may be 
helpful to the auditor and any that may be applicable should be identified and 
considered in developing the audit program.
15.18 H o u s in g  A u th o r i t ie s .  Housing authorities provide shelter to 
lower income citizens and generally receive substantial capital and operating 
grants from the U.S. Department of Housing and Urban Development (HUD). 
The housing authorities provide the low-income housing by owning and man­
aging housing developments, providing rent subsidies paid directly to the 
landlords, and/or providing vouchers to participants for rent subsidies that 
permit them to locate their own housing. Housing authorities also may finance 
low-interest mortgages for citizens and engage in urban renewal activities. 
Depending on state statutes or local ordinances, housing authorities generally 
operate as (a) departments of the sponsoring government, (b) component units 
of a financial reporting entity, or (c) stand-alone governments. Additionally, 
some housing authorities operate on a regional basis.
15.19 If the criteria for proprietary funds are met, housing authorities 
should be reported as enterprise funds. Otherwise, they should be accounted 
for as governmental funds.
15.20 The auditor should be familiar with the various housing grant 
programs in undertaking an audit of a public housing authority. Additionally, 
the auditor should consider confirming directly with HUD loans and other 
housing development and modernization debt to be assured that accrued 
interest and grant advances receivable have been recorded properly.
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15.21 F inancing A uthorities. Many governmental units have estab­
lished financing authorities to provide resources for specific capital projects or 
loans to special interest groups, such as organizations of veterans or farmers. 
Some financing authorities are established for the benefit of other governmen­
tal units or nonprofit organizations, for example, a government-supported 
hospital financing authority. In some cases, a for-profit business organization 
is the beneficiary of a financing authority. For example, an economic or 
industrial development authority that issues revenue bonds, the proceeds of 
which are used to provide for plant expansion, thereby increases a community’s 
employment level and tax base. In other cases, a financing authority may be 
created by a governmental unit solely to finance internal capital projects, such 
as university dormitory construction. As a further example, mortgage financ­
ing authorities make low-interest mortgage loans available to citizens.
15.22 Typically, a financing authority issues bonds to obtain funds for the 
construction of a facility that is then leased to another government or private 
sector organization. Lease payments received are used to service the bond 
principal and interest, and the ownership of the facility passes to the lessee 
when the bonds mature and are retired. In some cases, financing authorities 
develop a permanent capital base that is used for making loans and, occasion­
ally, grants available to applicants.
15.23 Authorities making loans available to citizens or citizen groups 
typically service bond principal and interest from loan repayments. Interest 
income in excess of interest expense typically finances administrative costs.
15.24 Some financing authorities (such as hospitals, economic or indus­
trial development) are created solely to lower the cost of borrowing for private 
sector entities constructing facilities within the jurisdiction served. Generally, 
the authority does not become directly involved in either the construction or 
the repayment of the debt. Debt service is usually administered by a financial 
institution as trustee. Practice supports that in such cases, the debt and related 
capital lease receivable can be reported in the financial statements of the 
government or disclosed in the notes to the financial statements. Fees charged 
to the entities benefiting from the debt issuance and administrative expenses 
of the authority should be reported in the operating statement of the authority. 
GASB Cod. sec. C65 provides certain disclosure requirements for conduit debt 
obligations (see paragraph 11.32 for a description of the disclosure requirements).
15.25 Governmental units that create authorities to finance their capital 
projects usually execute lease contracts between the governmental units and 
the financing authorities. In accounting and reporting for lease agreements 
between governmental units and public authorities in the GPFS, first it must 
be determined whether the public authority is part of the governmental 
reporting entity for financial reporting purposes. If the authority is part of the 
financial reporting entity, a further determination needs to be made whether 
the authority’s information is to be “blended” or shown “discretely.” (See GASB 
Cod. sec. 2600.105.) When the authority is blended in the GPFS of the report­
ing entity, the criteria of FASB Statement No. 13, Accounting for Leases, do not 
apply and the public authority’s debt and assets should be reported as a form 
of the primary government’s debt and assets. For example, the leased general 
fixed assets would be reported in the GFAAG and related debt would be 
reported in the GLTDAG. The debt service activity of the public authority 
would be reported as a debt service activity of the primary government, and, if 
the public authority has a general fund, it would be included as a special 
revenue fund of the primary government.
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15.26 Capital lease arrangements between the primary government and 
public authorities reported as discretely presented component units (or be­
tween those component units) should be treated in the same manner as any 
other lease agreement of a state or local government. These agreements, 
therefore, should be considered long-term contracts for accounting and finan­
cial reporting purposes and afforded capital lease treatment if they meet the 
criteria of GASB Cod. sec. L20 and FASB Statement No. 13, Accounting for 
Leases. However, related receivables and payables should not be combined 
with other amounts due to or from component units, or with capital lease 
receivables and payables with organizations outside of the reporting entity. To 
avoid the double counting of assets and liabilities resulting from capital lease 
arrangements, eliminations may be made in accordance with GASB Cod. sec. 
2200.112. For additional guidance on accounting and financial reporting for 
lease transactions, refer to GASB Cod. sec. L20 and chapter 10, “Capital 
Expenditures and Related Fund and Account Group Activity,” of this guide.
15.27 T ransportation  Systems. Transportation systems may operate 
either as independent regional authorities, as joint ventures of the participat­
ing governments, or as component units of a financial reporting entity. Most 
transportation systems are accounted for as enterprise funds. (See GASB Cod. 
sec. 1300.104b(1).)
15.28 Most public transportation systems, because of low rates or low 
ridership, seek outside contributions to finance facilities, equipment, and 
operating expenses. Those contributions generally are nonexchange transac­
tions that should be reported as revenue as required by GASB Cod. sec. N50. 
(See the discussions at paragraphs 8.16 through 8.23 and paragraphs 13.18 
and 13.19 in this Guide.)
15.29 U tilities. Utilities generally should be accounted for through pro­
prietary funds following GASB Cod. sec. Ut5. GAAP for utilities are generally 
those applicable to similar businesses in the private sector, as defined in GASB 
Statement No. 20, Accounting and Financial Reporting for Proprietary Funds 
and Other Governmental Entities That Use Proprietary Fund Accounting; the 
measurement focus is on determination of net income, financial position, and 
cash flows. FASB Statement No. 71, Accounting for the Effects of Certain Types 
of Regulation, may offer guidance in preparing GPFS for utilities that provide 
rate-regulated services and meet certain other criteria.
15.30 In d ian  Tribes. The federal government considers the various 
recognized Indian tribes as if they are states. Therefore, Indian tribes are 
usually accounted for as primary government or stand-alone governments. 
Financial statements for Indian tribes generally will include all the various 
fund types found in GPFS for other general-purpose governmental units.
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C h a p t e r  1 6  
State Governments*,**
Introduction
16.01 Although the matters discussed in the previous chapters generally 
apply to both state and local governments, a number of considerations are 
unique to state governments. Generally, state governments are large opera­
tions, some as large and diverse as the largest private sector entities. Distin­
guishing aspects of state governments that create special auditing 
considerations include the following:
•  Reporting entity definition
•  Independence of external auditors
•  Joint audits
•  Audits of component units
•  Jurisdictional concerns
•  Aid to local governments
•  Pass-through grant programs
•  Medicaid
•  Lotteries
•  Escheat property
Although these areas may also be of concern in audits of local governments, 
they are more commonly associated with state governments.
Nature of States
16.02 State governments differ from local governmental units because 
they have sovereign power. The powers of states are limited by their individual
* GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, 
as amended by GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange 
Revenues, establishes accounting and financial reporting standards for nonexchange transactions 
involving financial or capital resources (for example, most taxes, grants, and private donations). The 
principal issue addressed in GASB Statement No. 33, as amended, is the timing of recognition of 
nonexchange transactions. GASB Statement No. 33, as amended, became effective for financial 
statements for periods beginning after June 15, 2000. The Special Note in the Preface discusses why 
conforming changes for GASB Statement No. 33, as amended, are not fully incorporated into this 
Guide. Paragraphs 8.16 through 8.23 provide a summary of the significant provisions of GASB 
Statement No. 33, as amended.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 
34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement o f Certain Liabilities and  
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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constitutions and the powers granted exclusively to the federal government by 
the Constitution of the United States and the rights guaranteed to citizens by 
amendments to that constitution. States can enact, repeal, and modify statutes 
relating to the conduct of the economic, political, social, and individual activi­
ties subject to those limitations. All other governing bodies within the state 
exist as consequences of general or specific authorizations from the state 
government and are accorded only those powers provided for in such authori­
zations. State governments have implicit power, while subordinate govern­
ments created by states generally are limited to the powers expressly provided 
to them by the state or not expressly reserved for the state and, in some cases, 
not expressly prohibited.
16.03 To meet the varying needs of citizens, states have established a 
variety of forms of state agencies and departments, regional governments, local 
governments, and special units of government. The extent and nature of those 
organizations affect the structure of the state financial reporting entity and, 
thus, the audit approach.
16.04 To address the problems inherent in the variety of organizational 
structures, most states have established accountability centers, usually under 
the control of state comptrollers or treasurers. Such accountability centers do 
not normally maintain accountability for all the component units of the state 
oversight entities. Rather, such centers are often limited to responsibility for 
the funds and activities of the states from which appropriations are made to 
departments and agencies. Other component units (such as public benefit 
corporations and authorities) in many instances maintain their own accounts 
and manage their own financial affairs, either with or without direct oversight 
from the accountability centers.
Accounting Considerations
16.05 All GASB pronouncements are applicable to state government fi­
nancial statements. Nevertheless, state-mandated accounting and reporting 
requirements may extend beyond GAAP. Such requirements generally come 
from statutes, and their existence and specifics should be ascertained and 
confirmed by discussions with representatives of the states’ attorneys general, 
treasurers, comptrollers, and auditors. For example, certain additional finan­
cial summaries may be mandated by state statutes.
Auditing Considerations
16.06 In addition to the issues discussed in the previous chapters, those 
addressed in the following sections should be considered in conducting audits 
of state governments.
Reporting Entity Definition
16.07 Determining the state financial reporting entity is often difficult 
because of the diversity of state component units and the numerous, nearly 
autonomous, component units, such as public benefit corporations, financially 
independent entities, and decentralized accounting systems. Even greater 
complexity may result if component units such as banks, railroads, hospitals, 
student financial loan programs, colleges, and universities are required to be 
included in the state financial reporting entity. States also tend to be involved
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in more joint ventures than local governments. Chapter 2, “The Financial 
Reporting Entity and Fund Structure,” discusses considerations associated 
with defining the financial reporting entity and the related accounting and 
reporting under GASB Cod. secs. 2100 and 2600.
Independence of External Auditors
16.08 While ensuring auditor independence at a local government may be 
difficult, ensuring independence at the state government level can be a major 
undertaking. The auditor independence requirements outlined in Rule 101 
of the AICPA’s Code of Professional Conduct (AICPA, Professional S tand­
ards, vol. 2, ET sec. 101.01), including Interpretation 101-10 (AICPA, Profes­
sional Standards, vol. 2, ET sec. 101.12), are quite extensive and must be 
reviewed in detail by all auditors working on a state engagement to determine 
compliance.*, 1
16.09 Nonetheless, the auditor of the primary government is to be inde­
pendent of the primary government and each component unit. Similarly, the 
auditor of a material component unit is to be independent of the component 
unit and the primary government.
Joint Audits
16.10 A joint audit occurs when two or more independent certified public 
accounting firms or a CPA firm and auditors from a government audit agency 
perform an audit. The resulting audit opinion is signed by both the government 
audit agency and the CPA on joint letterhead. Joint audits are typically performed 
in two ways. In the first, the CPA and the government audit agency each may 
be responsible for auditing certain funds or entities (that is, component units) 
and the audit plans and audit documentation prepared by each are subject to 
review by the other. The alternative is to have personnel from the government 
audit agency and the CPA working together on all segments of the audit.
16.11 Joint audits have many benefits, but also pose some unique prob­
lems. One problem that sometimes arises when a joint audit is performed (also 
present when the entire government audit is performed by the government 
audit agency) is a change in administration as a result of an election. In some 
cases, the auditor’s last date of field work may fall within the outgoing 
government auditor’s term and, therefore, the date of the auditor’s report will 
be within the term of the outgoing government audit official. However, due to 
the amount of time required to finalize the financial statements and manage­
ment letter, the signing of the joint audit report, management letter, and 
representation letter may not occur until after the incoming government audit 
official takes office.
* Amendment 3, Independence, as affected by Government Auditing Standards: Answers to 
Independent Questions, revises the independence standards in Government Auditing Standards for 
audits for periods beginning on or after January 1, 2003, with early implementation encouraged. 
Government Auditing Standards applies only when required by law, regulation, agreement, contract, 
or policy, including in an audit under the provisions of the Single Audit Act Amendments of 1996 and 
Office of Management and Budget Circular A-133, A udits of States, Local Governments, and Non- 
Profit Organizations. Among its provisions, Amendment 3 addresses circumstances under which it is 
not appropriate for auditors to perform both audit and certain nonaudit services for the same client 
as well as circumstances under which a governmental audit organization is presumed to be organiza­
tionally independent from the audited entity. The AICPA Audit Guide A udits o f States, Local 
Governments, and Not-for-Profit Organizations Receiving Federal Awards, discusses the provisions of 
Amendment 3.
1 See paragraph 3.27 of this Guide for a discussion of Ethics Interpretation 101-10 of the AICPA 
Code of Professional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 101.12).
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16.12 Since the incoming government audit official relies on the staff of 
the audit agency, whoever is in office when the audit report is completed should 
sign the report, even though the date of the opinion (last date of field work) may 
fall within the predecessor’s term in office. Also, SAS No. 85, Management 
Representations, as amended (AICPA, Professional Standards, vol. 1, AU sec. 
333), discusses auditors’ responsibilities for obtaining written representations 
in an audit engagement when current management was not present during the 
period under audit. In this situation, the auditor should obtain written repre­
sentations from current management on all periods covered in their report.
16.13 Before entering into an agreement to perform a joint audit, the 
auditor must be satisfied that the CPA firm or government audit agency is 
independent* and meets the appropriate professional standards. In meeting 
those standards, the CPA firm or government audit agency must be objective, 
professionally competent, and its work should have been peer reviewed by a 
recognized professional organization.
16.14 In some cases, the government auditor may not be licensed to 
practice public accounting. In those situations, unless the government auditor 
has made provisions for these situations, the auditor may want to consult the 
state licensing board as to the potential consequences of jointly signing an 
audit report with a person who is not licensed to practice public accounting.
Audits of Component Units
16.15 In a joint audit, the audit report is signed jointly and severally by 
the top official in the audit agency and the CPA firm. Therefore, if certain 
component units are audited by auditors other than those signing the primary 
government reports, it should be so noted in the report. Additionally, if one or 
more component units is audited by the CPA firm or the government audit 
agency acting separately and not in connection with the joint audit of the 
primary government, that fact should be noted in the joint auditors’ opinion.
Jurisdictional Concerns
16.16 State governments generally consist of three branches: executive, 
legislative, and judicial. Conflicts often exist among the branches regarding 
responsibilities and authority. As a practical matter, the auditor should be 
aware of such possible conflicts and consider whether the appropriate individu­
als are included in planning the audit, advised of audit progress, and provided 
opportunities to respond to draft reports.
16.17 The legislative and judicial branches may maintain their own 
accounting systems. The auditor should be cognizant of the possibility that 
numerous accounting systems and different internal controls exist and should 
determine the extent to which such systems need to be evaluated for their 
effects, if any, on audit procedures.
Aid to Local Governments
16.18 States provide aid to local governments in the form of shared 
revenue (such as sales or highway taxes), grants and entitlements (such as per 
capita aid), and school aid based on various formulas. Aid is distributed to local 
governments in many ways and often is based on a formula or eligibility 
criteria, or both. GASB Cod. sec. N50 establishes accounting and financial 
reporting standards for those nonexchange transactions. (See also the discus­
sion at paragraphs 8.16 through 8.23 of this Guide.)
* See footnote * to paragraph 16.08.
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16.19 The auditor should consider whether the formula and eligibility 
criteria are applied properly and consider the internal control surrounding the 
awarding, monitoring, and payment functions. In addition, the auditor should 
evaluate the reasonableness of amounts recorded as payable to the local 
governments under the requirements of the various programs. A number of 
programs operate on a reimbursement basis, and the state, therefore, will not 
know the actual amount owed until after year end, when local governments 
report reimbursable claims. Such amounts, therefore, frequently require man­
agement estimates.
16.20 The auditor should determine that the amounts payable to the 
localities for shared revenues are properly accrued and reported in the finan­
cial statements as provided in GASB Cod. sec. N50.125. The auditor should 
consider reviewing disbursements subsequent to year end to gain assurance 
that all liabilities have been accrued. Additionally, the auditor should ascer­
tain the existence of state receivables resulting from advance payments made 
to local governments or disallowed expenditures made by local governments.
Pass-Through Grant Programs
16.21 States often act as pass-through agents for federal funds allotted to 
states for programs administered by local governments and not-for-profit 
agencies. Many programs, such as Temporary Assistance for Needy Families 
(TANF) and education programs are financed in that manner.
16.22 The auditor should consider whether the pass-through grant funds 
are administered in accordance with the compliance requirements specified by 
the federal government. Because states generally have a significant degree of 
accountability (especially for monitoring subrecipients) for pass-through 
funds, the auditor should consider whether the state has procedures, commen­
surate with its degree of accountability, to determine that those funds are 
spent properly by local recipients. If the state is allowed to receive fees for 
administering the programs, the auditor should determine whether the state 
received the proper amounts.
16.23 The federal government may disallow expenditures not in accord­
ance with the assistance agreement; therefore, there may be a need to establish 
an allowance for refunds. The auditor should ensure that the potential need for 
an allowance for refunds is addressed by management and that the amounts 
reported, if any, are reasonable under the circumstances. The auditor also 
should ascertain whether the proper fund and account classifications of pass­
through dollars are used, and whether the state has a liability, or a contingent 
liability, for not disbursing the funds in accordance with federal requirements. 
GASB Cod. sec. N50 establishes accounting and financial reporting standards 
for pass-through grants.
Medicaid
16.24 Medicaid services may be administered by states and/or through 
local governments on behalf of the states. In either case, health care providers 
(for example, hospitals, physicians, nursing homes, pharmacies) are required 
to follow guidelines established by the state. Various methods and formulas are 
used to reimburse providers (and local governments) for services rendered, 
including the following:
•  Hospitals and nursing homes may be reimbursed for the costs of 
rendering the services, with costs based on retrospective cost reports 
filed by the provider.
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•  Hospitals and other providers may be paid a predetermined (prospec­
tive) amount for each service rendered, based on the nature and/or 
complexity of the services.
•  Nonhospital providers may be reimbursed based on the cost of the 
service (for example, physician office visit, prescription) up to a maxi­
mum cost per service.
At times, the state may make payments during the year to providers, particu­
larly hospitals, based on interim reports. Settlements may be made at year end, 
based on audited cost reports. Those settlements can be either receivables from 
or payables to the providers.
16.25 In many cases, providers, which may include local governments, 
may make claims for payments well after year end for services rendered before 
year end. Because of timing problems, the state may have to estimate the 
year-end liability to, or receivable from, providers. The auditor should consider 
whether payables and receivables, and related expenditures and revenues, are 
properly estimated and recorded at year end. Because these accruals are based 
on services rendered before year end, the auditor may have to use historical 
information to ascertain the reasonableness of the receivable or payable.
16.26 The costs of Medicaid are shared between the state and federal 
governments. Such sharing varies by type of services rendered, which can vary 
by state. Furthermore, in some states, local governments also share in the 
costs. The auditor should become familiar with the types of services provided 
and the cost-sharing arrangements within the state being audited and should 
ensure that the federal and state (and local, if applicable) shares are reported 
properly in the financial statements.
Lotteries
16.27 A growing number of states (and some local governments) are using 
lotteries to supplement revenues. Lottery revenue should be matched with 
proportionate shares of prize costs and other costs. Accordingly, both revenues 
and prize and other costs should be accounted for on an accrual basis, normally 
in an enterprise fund. To the extent that lottery revenue is legally dedicated 
for purposes other than prizes, the auditor should determine that applicable 
legal restrictions are adhered to and the resulting balances presented properly 
in the financial statements. Lottery prizes may be lump-sum payments, annui­
ties, or both. The auditor should consider whether liabilities have been re­
corded properly for prizes won but not awarded and amounts to be awarded for 
games-in-progress at year end.
16.28 Large prizes typically are paid over a period of years. The liability 
for such prizes is often financed with an annuity purchased from a private 
insurance company. If the purchased annuity is in the name of the prize 
winner, no liability or asset is recognized by the government because it has 
discharged the primary liability. However, consideration should be given to 
whether a contingent liability exists that should be disclosed in the financial 
statements. If an annuity in the name of the prize winner is not purchased, the 
liability and any assets specifically identified to meet that liability should be 
included in the financial statements of the governmental unit. The auditor 
should determine whether the liability has been recorded at its present value.
16.29 A number of lottery games provide for a cumulative prize over 
time and a division of the total prize among many winners. In these situations,
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policies usually are established that provide for variable payout periods de­
pending on the size of the amount awarded to each individual. For such 
games-in-progress at year end, it is necessary to record an estimate of the 
present value of anticipated prizes. The auditor should determine that the 
estimate of the present value of such anticipated prizes has been calculated 
and recorded properly.
16.30 Lottery tickets are generally sold in stores and other designated 
localities throughout the state. Management should estimate the amount of 
receivables due from the sale locations along with an allowance for doubtful 
collections from sales agents to whom tickets have been consigned. The auditor 
should evaluate the reasonableness of those estimates.
Escheat Property
16.31 Because unclaimed property is submitted to the state, state govern­
ments are in a unique position. GASB Cod. sec. E70 states that escheat 
property should generally be reported in either an expendable trust fund or the 
fund to which the property ultimately escheats (the ultimate fund). Escheat 
property held for another government should be reported in an agency fund or 
in the fund in which the escheat property is otherwise reported, offset by a 
liability. Escheat revenue should be reduced and a fund liability reported to the 
extent that it is probable that escheat property will be reclaimed and paid to 
claimants. Payments to claimants should reduce the liability.
16.32 If escheat property is initially reported in an expendable trust fund, 
amounts transferred to the ultimate fund should be reported as an operating 
transfer. If, as a result of the transfer, the remaining assets of the expendable 
trust fund are less than the liabilities of that fund, the difference should be 
reported as an advance to in the expendable trust fund and an advance from in 
the ultimate fund. If, however, the escheat assets of the expendable trust fund 
exceed the liabilities of that fund, the difference should be reported as fund 
balance.
Food Stamps
16.33 GASB Cod. sec. F60.101 states that state governments should 
recognize distributions of food stamp benefits as revenue and expenditures in 
the general fund or a special revenue fund, whether the state government 
distributes the benefits directly or through agents and whether the benefits are 
in paper or electronic form. Expenditures should be recognized when the 
benefits are distributed to the individual recipients by the state government or 
its agents; revenue should be recognized at the same time. State governments 
should report food stamp balances held by them or by their agents at the 
balance sheet date as an asset offset by deferred revenue. Revenue, expendi­
tures, and balances of food stamps should be measured based on face value. 
Auditors should refer to GASB Cod. sec. F60.101 for further information.
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Chapter 17 
Concluding the Audit
Introduction
17.01 At or near the end of audit field work, the auditor should perform 
certain additional procedures before issuing his or her report(s). This chapter 
addresses: (a) written representations from management, (b) disclosure of 
related-party transactions, (c) going concern considerations, (d ) commitments 
and contingencies, (e) subsequent events, (f) analytical procedures, and (g) 
audit documentation.
Written Representations From Management
17.02 SAS No. 85, Management Representations, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 333), requires the auditor to obtain 
written representations from management as a part of a GAAS audit. It also 
includes an illustrative management representation letter and an appendix 
containing additional representations that may be appropriate to be included 
in a management representation letter in certain circumstances. Such repre­
sentation should be obtained from those members of management with overall 
responsibility for financial and operating matters whom the auditor believes 
are responsible for and knowledgeable about, directly or through others in the 
organization, the matters covered by the representations. Such members of 
management normally include the chief executive officer and chief financial 
officer or others with equivalent positions in the entity (such as the manage­
ment of component units and of large or autonomous agencies and depart­
ments). In a governmental audit, it is often desirable also to obtain the 
representation letters from other officials (for example, requesting the clerk to 
the legislative body to represent that the minutes are complete for all meetings 
held during the period). Further, the auditor should consider obtaining addi­
tional representations from management acknowledging the following:
The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement o f Certain Liabilities and  
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion o f Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration o f Fraud in a Financial Statement A udit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 also amends SAS No. 85, as amended, to require certain 
representations relating to fraud. SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted. Appendix A [paragraph
3.49] of chapter 3, “Planning the Audit,” describes the requirements of SAS No. 99 and discusses 
government-specific considerations.
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•  Management is responsible for compliance with laws, regulations, and 
provisions of contracts and grant agreements applicable to the entity 
(including budget laws or ordinances).
•  Management is responsible for establishing and maintaining effective 
internal control over financial reporting.
•  Management has identified and disclosed to the auditor all laws, 
regulations, and provisions of contracts and grant agreements that 
have a direct and material effect on the determination of financial 
statement amounts.
•  Management has identified and disclosed to the auditor violations (or 
possible violations) of laws, regulations, and provisions of contracts 
and grant agreements whose effects should be considered for disclo­
sure in the financial statements or as a basis for recording a loss 
contingency.
See chapter 5, “Testing and Reporting on Compliance With Laws and Regula­
tions,” paragraph 5.26, and chapter 6, “The Budget,” paragraphs 6.29 and 6.30 
for further discussion of representations from management. The AICPA Audit 
Guide Audits of States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards, discusses additional management representations 
in a single audit.
17.03 In addition to the representations ordinarily obtained in a GAAS 
audit, the auditor should consider obtaining representations about the follow­
ing matters typically relevant in a governmental audit:
•  The financial reporting entity’s financial statements to be audited
•  The inclusion of all component units, and the disclosure of all joint 
ventures and other related organizations
•  The proper classification of funds and account groups
•  The proper approval of reserves or designations of fund equities
•  Compliance with any tax or debt limits, including any related debt 
covenants
•  Representations relative to supplementary information required by 
GAAP
17.04 SAS No. 85, as amended, also states that management’s refusal to 
furnish written representations constitutes a limitation on the scope of the 
audit sufficient to preclude an unqualified opinion and is ordinarily sufficient 
to cause an auditor to disclaim an opinion or withdraw from the engagement. 
The auditor of a governmental unit may encounter difficulty obtaining a 
representation letter if the responsible administrative officer is an elected 
official whose term differs from the governmental unit’s financial reporting 
year. For example, a newly elected official may not be willing, or able, to sign 
representations relating to a period prior to the beginning of his or her term of 
office. The official may be willing to sign the letter if he or she obtains 
supporting representations from other key officials who are responsible for 
financial matters during the period of the audit. SAS No. 85, as amended, 
discusses auditors’ responsibilities for obtaining written representations in an 
audit engagement when current management was not present during the 
period under audit. In this situation, SAS No. 85, as amended, states that 
auditors should obtain written representations from current management on 
all periods covered in their report (see chapters 3, “Planning the Audit,” 
paragraph 3.33, and 16, “State Governments,” paragraph 16.12).
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Disclosure of Related-Party Transactions
17.05 In a governmental audit, related parties include members of the 
governing board, administrative boards or commissions, administrative offi­
cials and their immediate families, and affiliated or related governments that 
are not included as part of the financial reporting entity. Examples of related- 
party transactions in a governmental audit include buying supplies or services 
from a member of the governing body, selling assets owned by the governmen­
tal unit to a board member, and establishing a depository relationship with a 
family member of an administrative official (for example, financial officer).
17.06 The primary accounting and auditing focus for related parties is 
adequacy of presentation and disclosure in the financial statements. GASB 
Cod. sec. 2300.107g requires disclosure of related party transactions for all 
governments. FASB Statement No. 57, Related Party Disclosures, which is 
applicable to proprietary funds, requires the disclosures below. In SAS No. 45, 
Omnibus Statement on Auditing Standards, “Related Parties” (AICPA, Profes­
sional Standards, vol. 1, AU sec. 334), the section entitled “Disclosure” (AICPA, 
Professional Standards, vol. 1, AU sec. 334.11 and .12), by reference to FASB 
Statement No. 57, requires the same disclosures.
a. The nature of the relationship(s) involved
b. A description of the transactions including transactions to which no 
amount or nominal amounts were ascribed and such other informa­
tion deemed necessary to understand the effects of the transactions 
on the financial statements
c. The dollar amounts of transactions for each of the periods for which 
income statements are presented and the effects of any change in the 
method of establishing the terms from that used in the preceding 
period
d. Amounts due from or to related parties as of the date of each balance 
sheet presented and, if not otherwise apparent, the terms and man­
ner of settlement
To meet the requirements of GASB Cod. sec. 2300.107, these disclosures could 
also be considered for governmental funds.
Audit Procedures
17.07 To determine the adequacy of presentation and disclosure of related- 
party transactions, audit procedures are applied throughout the audit. (See 
AICPA, Professional Standards, vol. 1, AU sec. 334.04—.06.) During audit 
planning, the auditor should identify known related parties and transactions, 
and update information from previous audits. At the end of the audit, the 
auditor should consider whether the results of procedures applied during the 
audit indicated the existence of related-party transactions that require disclosure.
Going Concern Considerations
17.08 SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to 
Continue as a Going Concern, as amended (AICPA, Professional Standards, 
vol. 1, AU sec. 341), provides guidance on the auditor’s evaluation and docu­
mentation of whether there is substantial doubt about the entity’s ability to 
continue as a going concern. Ordinarily, financial statements of a governmen­
tal unit are prepared based on the assumption that the reporting entity will 
continue as a going concern. SAS No. 59 relates going concern to the entity’s
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ability to continue to meet its obligations as they become due without substan­
tial disposition of assets outside the ordinary course of business, restructuring 
of debt, externally forced revisions of its operations, or similar actions.
17.09 Many auditors have held the opinion that governmental units are 
not subject to the factors that might threaten the future existence of a business 
enterprise. That is largely attributed to the assumed power of governments to 
assess and levy taxes (and other charges) sufficient to finance operations and 
to service long-term and short-term debts. However, the ability to generate 
revenues, although unlimited by law, can actually be limited by the incomes 
and resources of taxpayers. Also, in recent years, governments have experi­
enced instances in which local taxpayer initiatives have been enacted limiting 
governmental units’ taxing powers. Recent economic events and developments 
have also raised questions about the ability of certain governments to sustain 
operations.
17.10 Examples of conditions or events that may indicate substantial 
doubt about a governmental entity’s ability to continue as a going concern are 
as follows:
•  Extremely high estimated liability for incurred-but-not-reported 
(IBNR) claims in areas not insured
•  Accelerating costs on construction and similar long-term projects 
disproportionate to economic feasibility
•  Burdensome pension plan liabilities combined with shrinking popula­
tions and diminishing revenues
•  Potential for large tax refunds as a result of taxpayers’ challenges, 
reassessments, and large numbers of taxpayers relocating out of the 
unit’s jurisdiction
•  Declining tax base
•  Unwillingness of senior governments to continue funding programs at 
existing levels
•  Large investment losses
•  Bond rating lowered below investment grade
•  Major disaster such as earthquake, flood, or fire
•  Tax rate at or near the legal limit
•  Excessive use of short-term borrowing to reduce cash shortages
•  Long-term borrowing to eliminate deficit or to meet current operating 
needs
17.11 Other factors to be considered include whether federal, state, or 
other local governments have a legal or moral responsibility to subsidize or 
otherwise provide financial support to a distressed unit of government. The 
auditor should consider those areas in evaluating the likelihood of default on 
debt (for example, revenues less than originally forecasted for repayment of 
revenue bonds), the inability to meet pension costs or other obligations, the 
inability of one fund to continue to support the activities or operations of 
another fund that is incurring large deficits, or the inability to financially 
support present operating levels.
17.12 If, having considered the guidance in paragraphs 5 through 9 of 
SAS No. 59 (AICPA, Professional Standards, vol. 1, AU sec. 341.05- .09), the 
auditor concludes that there is substantial doubt about the ability of the 
governmental unit to continue as a going concern, the auditor should consider 
the possible effects on the financial statements and the adequacy of the 
disclosures in the financial statements and include an explanatory paragraph
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(following the opinion paragraph) to reflect that conclusion in accordance with 
paragraphs 12 through 16 of SAS No. 59, as amended by SAS No. 11, Amend­
ments to SAS No. 22, Planning and Supervision, No. 59, The Auditor’s Consid­
eration of an Entity’s Ability to Continue as a Going Concern, and No. 62, 
Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 341.12—.16).
Audit Procedures
17.13 The auditor should evaluate whether conditions or events were 
noted during the audit up to the date of the auditor’s report that indicate there 
could be substantial doubt about the governmental unit’s ability to continue as 
a going concern. The following are examples of procedures that may identify 
such conditions and events:
•  Analytical procedures
•  Review of subsequent events
•  Review of compliance with the terms of debt and loan agreements
•  Reading minutes of meetings of the governing board or any other 
administrative board with management oversight
•  Inquiry of an entity’s legal counsel about litigation, claims, and 
assessments
•  Confirmation with related and third parties of the details of arrange­
ments to provide or maintain financial support
Commitments and Contingencies
17.14 The auditor should consider whether the existence of any commit­
ments or contingencies require recording or disclosure in the financial state­
m ents. Commitments include contractual obligations for a future 
expenditure/expense, and are usually long-term contractual obligations with 
suppliers for future purchases at specified prices and sometimes at specified 
quantities. Disclosure of commitments under unconditional purchase obliga­
tions associated with suppliers’ financing, whether or not reported in the 
balance sheet; the terms of the commitments; and provision made for any 
material losses expected to be sustained should be considered.
17.15 Loss contingencies are existing conditions that may create a legal 
obligation in the future but that arise from past transactions or events. GASB 
Cod. sec. C50.110 requires accrual of loss contingencies if both of these condi­
tions are met:
•  Information available prior to issuance of the financial statements 
indicates that it is probable that an asset has been impaired or a 
liability incurred at the date of the financial statements.
•  The amount of the loss can be reasonably estimated.
If no accrual is made for a loss contingency because one or both of the preceding 
conditions are not met, but there is a reasonable possibility that a loss or an 
additional loss may have been incurred, the financial statements should dis­
close the nature of the contingency and an estimate of the possible loss or range 
of loss, or state that such an estimate cannot be made.
17.16 For governmental funds, the total amount of the loss contingency 
that meets the criteria is accrued. The current portion is recorded as a fund 
liability if the amount normally would be liquidated with expendable available 
financial resources. Any remaining liability is recorded in the GLTDAG. In 
proprietary funds, the expense and the liability are recorded in the fund.
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17.17 Examples of commitments and contingencies often found in a gov­
ernmental unit are as follows:
•  Sale of assets and agreements to repurchase assets previously sold
•  Guarantees or endorsements
•  Long-term leases with required fixed payments for several years
•  Projects that require annual payments entered into with other govern­
mental units
•  Commitments to purchase large quantities of materials or services
•  Commitments related to the construction, expansion, or rehabilitation 
of facilities
•  Litigation, claims, and assessments pending, threatened, or unas­
serted at balance-sheet date
•  Proposed or recognized tax refund claims of taxpayers
•  Possible claims for disallowed costs or expenditures incurred under a 
federal financial assistance program
•  Contingencies related to risk financing and related insurance activi­
ties (see paragraphs 9.14 and 9.15 herein)
Audit Procedures
17.18 Some commitments or contingencies are discovered as a result of 
procedures applied to specific financial statement elements for other audit 
objectives. Other procedures that may be employed to identify commitments 
and contingencies include the following:
•  Inquiring of responsible officials about the possibility of unrecorded 
commitments or contingencies
•  Reading the minutes of meetings of the governing body or finance 
boards
•  Reading the contracts, loan agreements, leases, and similar documents
•  Reviewing the current and past years’ reports from grantor agencies
•  Analyzing legal expenses and inspecting invoices from lawyers
•  Inquiring of legal counsel
17.19 Occasionally, a government may not retain an inside or outside 
lawyer and may not have consulted a lawyer during the period about litigation, 
claims, or assessments. In those cases, the auditor must rely on other audit 
procedures to disclose the existence of litigation, claims, and assessments, in 
addition to making inquiries of client officials.
Subsequent Events
17.20 Subsequent events are those that take place after the balance-sheet 
date but prior to the issuance of the financial statements. (For a discussion, see 
SAS No. 1, section 560, Subsequent Events, as amended [AICPA, Professional 
Standards, vol. 1, AU sec. 560].) They consist of events or transactions that—
•  Provide additional evidence about conditions that existed at the balance- 
sheet date and affect the estimates inherent in preparing financial 
statements
•  Did not exist at the balance-sheet date but arose subsequent to the 
date, but nevertheless, are of such a nature that they should be 
disclosed to prevent the financial statements from being misleading
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17.21 Examples of subsequent events in a governmental audit include the 
settlement of a lawsuit in the subsequent period that was caused by an event 
taking place in the period being reported on, issuance or defeasance of bonds 
or other debt instruments, and loss of grant funding or notice of potential 
disallowances.
Audit Procedures
17.22 Subsequent events may be discovered as a result of audit proce­
dures applied to specific financial statement elements for other audit objectives 
or through cutoff testing and assessment of asset or liability valuations. 
Procedures include—
•  Reviewing subsequent collections of receivables or payment of expen­
ditures/expenses.
•  Inquiring of responsible administrative officials about the current 
status of material unresolved issues at the balance-sheet date.
•  Reading any financial reports prepared since the balance-sheet date.
•  Reading minutes of meetings the governing board, or any other ad­
ministrative board with management oversight, held subsequent to 
the balance-sheet date.
•  Reading subsequent years’ budgets (capital and operating).
Analytical Procedures
17.23 Analytical procedures are used as an overall review of the financial 
information in the final review stage of the audit. The objective of analytical 
procedures used in the overall review stage is to assist the auditor in assess­
ing the conclusions reached and evaluating the overall financial statement 
presentation.
17.24 The overall review generally would include reading the financial 
statements and notes and considering (a) the adequacy of evidence gathered in 
response to unusual or unexpected balances identified in planning the audit or 
in the course of the audit, and (b) unusual or unexpected balances or relation­
ships that were not previously identified. Results of an overall review may 
indicate that additional evidence may be needed. Paragraphs 4 and 22 of SAS 
No. 56, Analytical Procedures, as amended (AICPA, Professional Standards, 
vol. 1, AU sec. 329.04 and .22), provides guidance on the use of analytical 
procedures in the final review stage.1
Audit Documentation
17.25 SAS No. 96, Audit Documentation (AICPA, Professional Standards, 
vol. 1, AU sec. 339), requires documentation of audit findings or issues that in 
the auditor’s judgment are significant, actions taken to address them (includ­
ing any additional evidence obtained), and the basis for the final conclusions 
reached. SAS No. 96 includes a list of types of significant audit findings and 
issues. In governmental audits, significant audit findings could include, for exam­
ple, not recording dispositions of general fixed assets and not including an allow­
ance for uncollectible receivables. In addition, paragraph 83 of SAS No. 99, 
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional
1 The AICPA Audit Guide Analytical Procedures, provides practical guidance to auditors on the 
effective use of analytical procedures.
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Standards, vol. 1, AU sec. 316.83),* requires certain documentation of the 
auditor’s procedures and conclusions relating to the consideration of fraud. 
When concluding the audit, the auditor should ensure that these and all other 
audit documentation requirements have been met.
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* In October 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 99, Considera­
tion of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to 
supersede SAS No. 82, Consideration of Fraud in a Financial Statement A udit (AICPA, Professional 
Standards, vol. 1, AU sec. 316A). SAS No. 99 is effective for audits of financial statements for periods 
beginning on or after December 15, 2002. Earlier application is permitted. Appendix A [paragraph
3.49] of chapter 3, “Planning the Audit,” describes the requirements of SAS No. 99 and discusses 
government-specific considerations.
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Chapter 18
Auditor's Reports on Basic or 
General-Purpose Financial Statements*
Introduction
18.01 Many governmental units are required by law to publish annual 
financial reports. An increasing number of such reports contain financial 
statements that have been audited by independent auditors. The governmen­
tal unit management is responsible for the contents of the financial state­
ments, including the notes. The independent auditor’s responsibility is to 
report on whether the financial statements are presented fairly in conformity 
with GAAP. The type of report the independent auditor issues depends on the 
contents of the financial statements and on the scope and results of the audit. 
(See appendix A, “Illustrative Auditor’s Reports.”)
Levels of Financial Reporting
18.02 GASB Cod. sec. 1900.117 illustrates a financial-reporting pyramid 
(included here as exhibit 18.1, “The Financial Reporting Pyramid”), which 
characterizes the financial reports of governmental units. The pyramid ap­
proach to governmental financial statements has implications for the nature 
and scope of financial audits.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 3 4 , 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements—and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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Exhibit 18.1
----------  Required
- - - May be necessary
( ) Refers to “the financial-reporting pyramid" discussion in paragraph 18.03. 
Source: GASB Cod. sec. 1900.117.
* GASB Cod. sec. 2600 adds “and for discretely presented component units."
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18.03 Exhibit 18.1 illustrates the levels of the pyramid. These levels are 
discussed in GASB Cod. sec. 1900.118 as follows:
a. General-Purpose Financial Statements (Combined Statements— 
Overview). These basic financial statements provide a summary 
overview of the financial position and operating results of the report­
ing entity. They also serve as an introduction to the more detailed 
statements and schedules that follow. Separate columns should be 
used for each fund type and account group of the primary govern­
ment. The statements should also include one or more separate 
columns to display the financial position and operating results of the 
discretely presented component units.
b. Combining Statements.
— By Fund Type. When a primary government (including its 
blended component units) has more than one fund of a given type 
(for example, special revenue funds), combining statements for 
all funds of that type should be presented in a columnar format. 
The total columns of these combining statements should agree 
with the amounts presented in the GPFS. (In some instances, 
disclosure sufficient to meet CAFR reporting objectives may be 
achieved at this level; in other cases, these statements “link” the 
GPFS and the individual fund statements.)
— For Discretely Presented Component Units. When a financial 
reporting entity has more than one discretely presented compo­
nent unit, the total columns of these combining statements 
should agree with the amounts presented in the GPFS. (Com­
bining statements are not required if a governmental entity 
presents each component unit in a separate column in the 
GPFS.) Statements that present the underlying fund types of an 
individual discretely presented component unit are also re­
quired to be presented if the information is not available in 
separately issued financial statements of the component unit.
c. Individual Fund and Account Group Statements. These statements 
present information on the individual funds and account groups of the 
primary government where (1) a primary government (including its 
blended component units) has only one fund of a specific type, or (2) 
detail to assure disclosure sufficient to meet CAFR reporting objec­
tives is not presented in the combining statements. These statements 
may also be used to present budgetary data and prior-year compara­
tive data for the funds and account groups of the primary government.
d. Schedules. Schedules are used (1) to demonstrate finance-related 
legal and contractual compliance (for example, where bond inden­
tures require specific data to be presented); (2) to present other 
information deemed useful (for example, combined and combining 
schedules that encompass more than one fund or account group, such 
as a Combined Schedule of Cash Receipts, Disbursements, and 
Balances—All Funds); and (3) to provide details of data summarized 
in the financial statements (for example, schedules of revenues, 
expenditures, transfers).
All four pyramid levels of detail may be required in some circumstances. On the 
other hand, adequate disclosure may require only one or two levels. Determina­
tion of the appropriate level of detail—and the distinction as to what is presented 
in a statement as opposed to a schedule—is a matter of professional judgment.
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18.04 Combined financial statements in governmental financial report­
ing are significantly different from those in commercial financial reporting. In 
the commercial area, combined financial statements generally are aggregated 
financial statements for two or more business enterprises that do not have a 
parent-subsidiary relationship. In the governmental area, combined financial 
statements show the respective fund types and account groups in side-by-side 
columns. Illustrations of combined financial statements are included in GASB 
Cod. sec. 2200.901-.906.
18.05 GASB Cod. sec. 1900.109 states that every governmental entity 
should prepare and publish a CAFR that includes all funds and account groups 
of the primary government and all discretely presented component units of the 
reporting entity. The CAFR contains introductory information, schedules nec­
essary to demonstrate compliance with finance-related legal and contractual 
provisions, and statistical data. The main components of the CAFR are—
a. The GPFS (See paragraphs 18.08 through 18.10 herein.)
b. Combining statements for the fund types of the primary government 
(including its blended component units). Combining statements 
should also be presented for the discretely presented component 
units.
c. Individual fund statements and schedules for the funds of the pri­
mary government (including its blended component units).
18.06 The GPFS are designed so that they may be lifted from the CAFR 
and issued separately. Such statements may be used for inclusion in official 
statements for securities offerings and for widespread distribution to users 
that require less detailed information about the governmental entity’s finances 
than that which is contained in the CAFR. (The auditor’s responsibilities when 
associated with financial statements included in official statements are dis­
cussed in chapter 19, “Association With Financial Statements Included in 
Official Statements.”)
18.07 As discussed in GASB Cod. sec. 2600, the GPFS and CAFR of a 
financial reporting entity should include the financial statements of compo­
nent units. As discussed in chapter 2, “The Financial Reporting Entity and 
Fund Structure” the auditor should perform procedures to be assured that all 
of the financial reporting entity’s component units are included. The auditor 
may examine ordinances, interview officials, and make other inquiries to 
evaluate whether there are component units that should be, but have not been, 
included in the reporting entity according to the provisions of GASB Cod. sec. 
2100. Moreover, the auditor also should determine whether components that 
have been included have been audited and, if so, refer to SAS No. 1, section 543, 
Part of Audit Performed by Other Independent Auditors (AICPA, Professional 
Standards, vol. 1, AU sec. 543) and chapter 3, “Planning the Audit,” of this 
guide for further guidance. If the component units have not been audited, it 
may be.
Financial Statements
General-Purpose Financial Statements (Combined 
Statements—Overview)
18.08 GASB Cod. sec. 2200.136 states that the fund type and account 
group financial information included in the GPFS constitutes “fair presentation
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in conformity with generally accepted accounting principles.” The following are 
the GPFS discussed and illustrated in GASB Cod. secs. 2200 and 2450:1
a. Combined balance sheet—all fund types, account groups, and dis­
cretely presented component units
b. Combined statement of revenues, expenditures, and changes in fund 
balances—all governmental fund types and discretely presented 
component units that use governmental fund accounting
c. Combined statement of revenues, expenditures, and changes in fund 
balances—budget and actual—general and special revenue fund 
types (and similar governmental fund types of the primary govern­
ment, including blended component units, for which annual budgets 
have been legally adopted)
d. Combined statement of revenues, expenses, and changes in retained 
earnings (or equity)—all proprietary fund types and discretely pre­
sented component units that use proprietary fund accounting
e. Combined statement of cash flows—all proprietary fund types and 
discretely presented component units that use proprietary fund 
accounting
f. Notes to the financial statements
Trust fund operations may be reported in items b, d, and e above, as appropriate 
or separately. In addition, GASB Cod. sec. 2200.132 states that required 
supplementary information should be presented with, but is not part of, the 
GPFS of a governmental entity.
18.09 The combined financial statements listed above should include all 
disclosures necessary for fair presentation in conformity with GAAP. GASB 
Cod. sec. 2300 provides guidance on disclosures.
18.10 The GPFS may present total columns for the financial reporting 
entity as a whole. If a total column is presented, it should be captioned 
“Memorandum Only” because the total column is not comparable to consoli­
dated financial statements. Any eliminations of interfund balances and trans­
actions should be apparent from the headings in the statements or disclosed in 
the notes to the financial statements. If a total column for the reporting entity 
as a whole is presented, a total column for the primary government also should 
be presented and labeled “Memorandum Only.”
18.11 B udgetary C om parisons as P a r t o f  F inancia l S tatem ents.
GASB Cod. sec. 2400 requires that governmental financial reports include, as 
the minimum budget-basis presentation, comparisons of the appropriated 
budgets related to data for the general fund, all special revenue funds, and 
other governmental fund types (including blended component units) for which 
annual budgets have been adopted. Appropriated budgets are those adopted by 
either the legislative or governing board of the oversight unit and/or its related 
component units for their governmental fund types. Budgetary data for the 
discretely presented component units are not required to be presented in the 
reporting entity’s combined statement of revenues, expenditures, and changes 
in fund balance—budget and actual.
1 The combined financial statements may also contain financial statements for discretely 
presented component units that use the Industry Audit Guide A udits of Colleges and Universities 
(New York: AICPA, 1993).
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18.12 If annual budgets are adopted for some, but not all, funds of a 
particular governmental fund type, data should be presented only for those 
funds for which annual budgets have been adopted.
18.13 If the budget is prepared on a basis that differs from GAAP, GASB 
Cod. sec. 2400.104 requires the actual data to be presented on the budgetary 
basis in the combined statement of revenues, expenditures, and changes in 
fund balance—budget and actual, general and special revenue fund types. The 
nature of the reconciling items between GAAP and the budget basis should be 
disclosed in the notes to the financial statements as outlined in GASB Cod. sec. 
2400.104. Accounting and reporting for encumbrances is a common example of 
such a reconciling item. Encumbrances outstanding at year-end should not be 
recognized as expenditures; GASB Cod. sec. 1700.129 generally requires them 
to be reported as reservations of fund balance or disclosed in the notes. 
Budgets, however, often treat encumbrances as expenditures. Additional guid­
ance on budget-GAAP differences is provided in GASB Cod. sec. 2400.
18.14 L egal P rogram  or P roject B udgets Exceeding One Year in  
Length. Some governmental units control spending for particular programs 
or projects by adopting legal budgets that include more than one year’s ex­
pected expenditures. For example, legally authorized budgets for capital pro­
jects are often adopted for the multiyear lives of the projects. Such budgets are 
not required to be presented in the GPFS because they are not annual budgets.
18.15 L egally R equired P roprietary Fund Budgets. Although GAAP 
do not require the inclusion of budgetary comparisons for proprietary fund 
types, neither do they preclude them; some jurisdictions may require such 
presentations by law. Budgetary comparisons for proprietary funds may be 
presented as supplementary information or in the GPFS.
Comprehensive Annual Financial Report
18.16 In addition to the combined financial statements, a governmental 
unit also may issue combining, individual fund, and account group financial 
statements and supporting schedules, usually in the comprehensive annual 
financial report. The auditor may report on the combining and individual 
fund financial statements either by themselves or as supplementary finan­
cial information.
Financial Statements of Component Units
18.17 As described in GASB Cod. sec. 2600.128, although the nucleus of 
a financial reporting entity usually is a primary government, an organization 
other than a primary government, such as a component unit, may serve as a 
nucleus for a reporting entity when it issues separate financial statements. The 
requirements of GASB Statement No. 14, The Financial Reporting Entity, 
should be applied in layers “from the bottom up.” That is, each component unit 
layer should apply the definition and display provisions to its own component 
unit financial reports.
18.18 As discussed in GASB Cod. sec. 2600, a governmental component 
unit may issue separate financial statements (GPFS or CAFR) as if it were a 
primary government. Separately issued financial statements of a component 
unit should acknowledge that it is a component unit of another government, 
for example, “Sample County School District, a component unit of Sample 
County.” In addition, the notes to the component unit’s financial statements 
should identify the primary government in whose financial reporting entity the
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component unit is included and describe the relationship with the primary 
government. However, financial statements that present only the financial 
data of the primary government should acknowledge that the financial state­
ments do not include the data of component units necessary for fair presenta­
tion in conformity with GAAP. (See Example A.4, “Report on Primary 
Government Financial Statements That Omit the Financial Data of Each 
Component Unit,” in appendix A.)
Summary Financial Information
18.19 Some governmental units have issued summarized statements that 
include, for example, some or all adjustments normally associated with com­
mercial consolidated financial statements. The question of whether such sum­
marized financial statements are useful is under study. Current accounting 
literature requires combined financial statements for fair presentation in 
conformity with GAAP and considers summarized financial statements sup­
plementary data.
18.20 GASB Cod. sec. 2700.104 states, in part:
Some governmental units have for many years published highly condensed 
summary financial data, usually as “popular” reports directed primarily to 
citizens. . . . More recently, several professional association committees and 
individuals have undertaken research and experimentation directed toward 
the design of highly condensed summary financial statements for governmental 
units. Such research and experimentation is encouraged, but . . . such state­
ments should supplement, rather than supplant, the comprehensive annual 
financial report (CAFR) and the separately issued general-purpose financial 
statements (GPFS). Further, the data in such highly condensed summary 
statements should be reconcilable with the combined, combining and individual 
fund and account group statements, and the reader of such statements 
should be referred to the CAFR and/or the separately issued GPFS of the 
governmental unit.
Governments have begun to issue popular reports, reports to citizens, con­
densed financial statements and summary reports that collectively are referred 
to as summary financial information. Summary financial information includes 
financial data derived from the GPFS, which are presented in some form of 
financial statement(s) along with accompanying footnotes. It does not include 
charts and graphs including financial information.
18.21 SAS No. 42, Reporting on Condensed Financial Statements and 
Selected Financial Data (AICPA, Professional Standards, vol. 1, AU sec. 552), 
provides guidance in reporting on condensed financial statements that are 
derived from audited financial statements of a public entity that is required to 
file, at least annually, complete audited financial statements with a regulatory 
agency. Because a governmental unit is not a public entity as defined under 
SAS No. 42 with respect to reporting on separately issued summary financial 
information, the provisions of SAS No. 42 do not apply to governmental units. 
Accordingly, the following paragraphs provide reporting guidance when an 
auditor of the GPFS is engaged to report on summary financial information 
issued by a state or local governmental unit in a document that refers to, but 
does not include, the GPFS.2
2 This guidance applies to summary financial information of all state and local governmental 
entities, including public benefit corporations and authorities, public employee retirement systems, 
governmental utilities, governmental hospitals and other health care providers, and governmental 
colleges and universities.
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18.22 Guidance on reporting on condensed financial statements and se­
lected financial data that accompany the GPFS from which they were derived 
is found in SAS No. 29, Reporting on Information Accompanying the Basic 
Financial Statements in Auditor-Submitted Documents, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 551), and SAS No. 42.3 The auditor 
reporting responsibility for the situations described in this paragraph and 
paragraph 18.21 is presented in the flowchart contained in exhibit 18.2, 
“Guidance for Reporting on Summary Financial Information.” This section 
does not apply to reporting on portions of a CAFR or GPFS such as a fund, fund 
type, or account group. The form and content of the data presented and the 
nature of the document in which the data are presented generally dictate the 
reporting guidance to be followed.
3 SAS No. 29, as amended, provides guidance on reporting on condensed financial statements or 
selected financial data that accompany audited financial statements in auditor-submitted docu­
ments. SAS No. 42 provides guidance on reporting in a client-prepared document on condensed 
financial statements or selected financial data derived from audited financial statements included in 
the client-prepared document.
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18.23 In the absence of authoritative guidance on format and content, 
summary financial information often differs from financial statements pre­
pared in accordance with GAAP as to:
•  Principles of summarization or aggregation
•  Fund structure
• Principles for eliminations
•  Reporting budget and actual comparisons
•  Inclusion of component units
•  Note disclosures
Because of the lack of authoritative guidance on the format and content of 
summary financial information, the government should exercise discretion in 
the preparation of the financial information. However, the government should 
determine whether (a) the summary financial information, including the re­
lated notes, is informative of matters that may affect its use, understanding, 
and interpretation (for example, significant subsequent events, significant 
contingencies, or restrictions on resources), (b) the summary financial informa­
tion is prepared on the same measurement focus and basis of accounting as the 
GPFS, (c) the summary financial information is classified, summarized, and 
presented in a reasonable manner, and (d) the summary financial information 
reflects the underlying transactions and events in a manner that presents the 
summarized data stated within a range of acceptable limits, that is, limits that 
are reasonable and practicable to attain in summary financial information.
18.24 When a government issues summary financial information based 
on the guidance provided in paragraph 18.23, the auditor should follow the 
guidance in paragraphs 18.26 through 18.32. If a government issues summary 
financial information that differs from the guidance provided in paragraph
18.23, the auditor should follow the guidance in paragraph 18.33.
18.25 Summary financial information is presented in considerably less de­
tail than that in GPFS, that are intended to present financial position, results of 
operations, and cash flows in conformity with GAAP. For this reason, it should be 
read in conjunction with the entity’s most recent GPFS that include all the 
disclosures required by GAAP. Summary financial information is not the primary 
accountability document of the government. The auditor may only report on 
summary financial information if the government issues a CAFR or GPFS and the 
auditor has rendered an opinion on the CAFR or GPFS. In order to render an 
opinion on the summary financial information, the auditor should have obtained 
a sufficient audit base through the audit of the GPFS. Where more than one 
auditor has been involved in rendering an opinion on the GPFS, only the principal 
auditor should render the opinion on the summary financial information.
18.26 Because summary financial information presents highlights of gov­
ernment activities during the year and does not constitute a fair presentation 
of financial position, results of operations, and cash flows in conformity with 
GAAP, an auditor should not report on summary financial information in the 
same manner as he or she reported on the GPFS from which they are derived. 
To do so might lead users to assume, erroneously, that the summary financial 
information is a fair presentation in accordance with GAAP. For the same 
reason, the summary financial information should be clearly marked as sum­
mary financial information.
18.27 Because financial statement users may relate consolidated or con­
densed financial statements to GAAP, the summary financial information 
should not be labeled as condensed financial information or consolidated 
financial statements.
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18.28 The auditor should consider whether the summary of significant 
accounting principles disclosed in the notes to the summary financial informa­
tion discloses the method of aggregation used by the government to prepare the 
summary financial information. The auditor should also consider whether the 
notes disclose how the method of aggregation materially differs from the 
principles followed in preparing the GPFS. The explanation of the differences 
can be achieved through a formal reconciliation or narrative explanation. The 
availability of the CAFR or separately issued GPFS should also be disclosed in 
the notes to the summary financial information. In deciding the type of 
auditor’s report to render, the auditor should consider whether the summary 
financial information is fairly presented in accordance with the method of 
aggregation described in the notes to the summary financial information. (See 
paragraph 18.33 for guidance when the summary financial information is 
prepared on a measurement focus and basis of accounting that differs from the 
GPFS.)
18.29 The auditor should determine whether the summary financial in­
formation has been derived from the GPFS and can be reconciled to the GPFS. 
If the auditor determines that the summary financial information has not been 
derived from the GPFS, the auditor should follow the guidance in paragraph 
18.33.
18.30 The auditor’s report on summary financial information should be 
based on his or her judgment as to whether (a) the summary financial 
information including the related notes, is informative of matters that may 
affect their use, understanding, and interpretation (for example, significant 
events occurring subsequent to the issuance of the GPFS, significant con­
tingencies, or restrictions on resources), (b) the summary financial informa­
tion is prepared on the same measurement focus and basis of accounting as 
the GPFS, (c) the summary financial information is classified, summarized, 
and presented in a reasonable manner, and (d ) the summary financial 
information reflects the underlying transactions and events in a manner 
that presents the summarized data stated within a range of acceptable 
limits, that is, limits that are reasonable and practicable to attain in 
summary financial information.
18.31 When the summary financial information and independent audi­
tor’s report thereon are presented in a document with other information, the 
auditor should consider the guidance in SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 550). SAS No. 8, as amended, provides 
guidance on the auditor’s responsibility with respect to information included 
in a document that is not identified in the audit report. The auditor should be 
aware of references to other information in the document that would give the 
perception that the auditor is associated with information other than that 
specified in the auditor’s report on the summary financial information.
18.32 If the auditor concludes that the summary financial information is 
not fairly stated in all material respects in relation to the GPFS from which it 
has been derived, the auditor should follow the guidance in paragraph 18.33. 
If the auditor concludes that the summary financial information is fairly stated 
in all material respects in relation to the GPFS from which it has been derived, 
the basic elements of the auditor’s report on summary financial information 
should include the following (see appendix A, example A.17, “Report on Sepa­
rately Issued Summary Financial Information Prepared in Accordance With 
the Guidance Provided in Paragraph 18.23.”):
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a. A title that includes the word independent
b. A statement that the auditor has audited the GPFS and a reference 
to the auditor’s report on those financial statements, including the 
date of that report and a description of any modification of the 
standard report on the GPFS (The reference in this statement to 
generally accepted auditing standards should include an identifica­
tion of the United States of America as the country of origin of those 
standards [for example, auditing standards generally accepted in 
the United States of America or U.S. generally accepted auditing 
standards].)
c. A statement that the accompanying summary financial information 
is not a presentation in conformity with GAAP, with a reference to 
the notes to the summary financial information describing the 
method of aggregation (This statement should include an identifica­
tion of the United States of America as the country of origin of those 
accounting principles [for example, accounting principles generally 
accepted in the United States of America or U.S. generally accepted 
accounting principles].)
d. An opinion as to whether the information presented in the summary 
financial information is fairly stated in all material respects in 
relation to the GPFS from which it has been derived; the issuance of 
a qualified opinion on the GPFS does not preclude the auditor from 
issuing a report on the summary financial information as illustrated 
in appendix A, example A.17
e. The manual or printed signature of the auditor’s firm
f. The date of the audit report on the summary financial information, 
which, unless significant subsequent events have occurred, should 
be the same as the date of the audit report rendered on the GPFS 
from which it was derived (Should a material event occur subsequent 
to the date of the audit report on the GPFS, the date on the audit 
report on the summary financial information should be dual dated 
for the subsequent event disclosed in the notes to the summary 
financial information.)
18.33 If a government issues summary financial information in a manner 
inconsistent with the guidance provided in paragraph 18.23, for example, the 
measurement focus and basis of accounting differ from that of the GPFS, the 
auditor should express an adverse opinion on the summary financial informa­
tion (a different measurement focus and basis of accounting would include 
changing from a modified accrual basis of accounting to a cash basis, recording 
depreciation on general fixed assets through the operating statement of a 
governmental fund type, etc.). In expressing an adverse opinion, the auditor 
should disclose in a separate explanatory paragraph preceding the opinion 
paragraph of his or her report (a) all of the substantive reasons for the adverse 
opinion, and (b) the principal effects of the subject matter of the adverse 
opinion on the financial positions and results of operations. If the effects are 
not reasonably determinable, the report should so state. See appendix A, 
example A.18, “Report on Separately Issued Summary Financial Information 
Prepared in a Manner Inconsistent With the Guidance Provided in Paragraph
18.23,” and paragraphs 67 through 69 of SAS No. 58, Reports on Audited 
Financial Statements, as amended (AICPA, Professional Standards, vol. 1, AU 
sec. 508.67—.69) and footnote 6 of SAS No. 42 (AICPA, Professional Standards, 
vol. 1, AU sec. 552.07, footnote 6).
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The Independent Auditor's Report 
General Concepts
18.34 Generally Accepted Accounting Principles. The primary ob­
jective of an audit of a governmental unit’s financial statements by an inde­
pendent auditor is the expression of an opinion on the fairness with which they 
present financial position, results of operations, and, for its proprietary funds 
and nonexpendable trust funds, cash flows, in conformity with GAAP. As 
discussed in chapter 3, “Planning the Audit,” the fund types and account 
groups are important elements of governmental financial statements and audit 
scope should be established and materiality evaluations should be applied at 
that level. Further, GPFS must present all applicable fund types and account 
groups in the governmental combined statement format to conform to GAAP. 
SAS No. 58, Reports on Audited Financial Statements, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 508.08), requires that the auditor’s 
opinion on the financial statements include an identification of the United 
States of America as the country of origin of those accounting principles (for 
example, accounting principles generally accepted in the United States of 
America or U.S. generally accepted accounting principles). SAS No. 58, as 
amended, also requires that the statement in the auditor’s report that the audit 
was conducted in accordance with generally accepted auditing standards in­
clude an identification of the United States of America as the country of origin 
of those standards (for example, auditing standards generally accepted in the 
United States of America or U.S. generally accepted auditing standards).
18.35 Principal Auditor and Independence Issues. There are many 
situations in which more than one auditor is involved in auditing the compo­
nents of a reporting entity. A discussion of principal auditor and independence 
responsibilities in such situations appears in chapter 3.
18.36 Reporting on Information Accompanying Basic Financial 
Statements* A financial report of a governmental unit may include a wide 
variety of information in addition to the basic financial statements. The types 
of information typically included are supplementary information required by 
GAAP (known as RSI) and supplementary information other than RSI, which 
could include a transmittal letter, combining and individual fund and account 
group financial statements and schedules, and statistical data. The manner in 
which the auditor reports on the additional information depends on the scope 
of the auditor’s examination, the nature of the additional information, and 
whether the information is included in a client-prepared or auditor-submitted 
document.
18.37 For supplementary information required by GAAP (RSI), the audi­
tor should report on the information as required by SAS No. 52, Required 
Supplementary Information, as amended (AICPA, Professional Standards, vol. 
1, AU sec. 558) and, if the information is in an auditor-submitted document, 
SAS No. 29, as amended.
18.38 For supplementary information other than RSI, guidance on audi­
tor reporting on the information is in SAS No. 8, as amended, and, if the informa­
tion is in an auditor-submitted document, in SAS No. 29, as amended. (See also 
chapter 19, “Association With Financial Statements Included in Official State­
ments.”) The statistical section usually contains multiyear comparisons and other
For more-detailed information about procedures and reporting on additional information that 
accompanies the basic financial statements, see the AICPA Audit and Accounting Guide Audits of 
State and Local Governments (GASB 34 Edition), chapters 4, “Planning the Audit,” and 14, “Audit 
Reporting.”
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financial and nonfinancial information. The independent auditor normally 
considers the entire statistical section as unaudited and, accordingly, issues a 
disclaimer of opinion or assures that the statistical section is clearly identified 
as not covered by the auditor’s report. In practice, the latter procedure is 
usually followed.
18.39 Prior Year Totals. Some governments include in their financial 
statements a column for prior-year totals. Footnote 23 to SAS No. 58, as 
amended (AICPA, Professional Standards, vol. 1, AU sec. 508.65, footnote 24) 
discusses that situation and states that the continuing auditor need not report 
on such information.
Auditor's Reports
18.40 Many of the forms of reports that may be issued by the independent 
auditor are described in the following paragraphs.
18.41 General-Purpose Financial Statements. If  the auditor is en­
gaged to audit the GPFS of a governmental unit that presents only combined 
financial statements, the auditor should issue a report on the governmental 
unit’s financial position, results of operations, and, if applicable, the cash flows 
of its proprietary fund types and nonexpendable trust funds. (See appendix A, 
example A.1, “Unqualified Opinion on General-Purpose Financial Statements.”)
18.42 General-Purpose Financial Statements Submitted Together 
With Combining, Individual Fund, and Account Group Financial 
Statements and Supporting Schedules as Supplementary Data. If  the
auditor is engaged to audit the GPFS and also submits combining and individ­
ual fund and account group financial statements as supplementary data, SAS 
No. 29, as amended, applies. Thus, the auditor’s report should state whether 
the combining and individual fund and account group financial statements are 
stated fairly in all material respects in relation to the GPFS taken as a whole. 
(See appendix A, example A.2, “Unqualified Opinion on General-Purpose 
Financial Statements Submitted Together With Combining, Individual Fund, 
and Account Group Financial Statements and Supporting Schedules as Sup­
plementary Data.”) In addition, the auditor should be satisfied that the com­
bining and individual fund financial statements are suitably titled. As 
discussed above, the scope of the audit ordinarily includes the application of 
auditing procedures to individual fund and account group data, and the auditor 
is in a position to express an opinion on such accompanying information as 
provided by SAS No. 29.
18.43 If the auditor is engaged to audit the combining and individual fund 
and account group financial statements in addition to the GPFS, the auditor’s 
opinion addresses each presentation as a primary statement. Ordinarily, in 
such circumstances, the auditor will need to expand the auditing procedures 
applied to the combining and individual fund and account group financial 
statements. (See chapter 3, paragraph 3.12.) If supporting schedules accom­
pany combining and individual fund and account group financial statements, 
the auditor’s report should state whether the information in those schedules is 
presented fairly in conformity with GAAP in all material respects in relation 
to the GPFS taken as a whole, or disclaim an opinion on such information. (See 
appendix A, example A.3, “Unqualified Opinion on General-Purpose Financial 
Statements and Combining, Individual Fund, and Account Group Financial 
Statements, Presented Together With Supporting Schedules Reported on as 
Supplementary Data.”)
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18.44 Financial Statements of a Primary Government That Omit 
the Financial Data of Each Component Unit. GASB Cod. sec. 2100 
establishes criteria for defining the financial reporting entity of a governmen­
tal unit. That section describes the legally separate organizations, functions, 
and activities of government (that is, component units) that should be included 
in the GPFS of a governmental financial reporting entity. GASB Cod. sec. 2600 
recognizes that there may be circumstances in which a primary government 
may issue separate financial statements that exclude all component units 
(either blended or discretely presented) considered a part of the financial 
reporting entity, and requires that the limitations of the financial statements 
be clearly disclosed. Such separate financial statements for the primary gov­
ernment, in the absence of specific identification by the auditor, could be 
misinterpreted to be the complete financial statements of the financial report­
ing entity. Accordingly, when reporting on these separate primary government 
financial statements, the auditor should—
• Indicate that the financial statements are those of the primary gov­
ernment and not of the financial reporting entity.
•  Define the term primary government.
•  Give an appropriate opinion on the primary government financial 
statements.
•  Opine that the primary government financial statements do not fairly 
present financial position and results of operations of the financial 
reporting entity in conformity with accounting principles generally 
accepted in the United States of America.
See appendix A, example A.4, “Report on Primary Government Financial 
Statements That Omit the Financial Data of Each Component Unit.”
18.45 A financial reporting entity may include some, but not all, compo­
nent units in the financial reporting entity financial statements. In that 
situation, the financial statements should be described as GPFS of the finan­
cial reporting entity and the auditor should consider the need to express a 
qualified or adverse opinion because of a departure from GAAP (see also 
paragraph 3.12 herein). A qualified or adverse auditor’s report should include 
an explanatory paragraph that describes the omitted component unit(s) and 
discloses the effects of the omission on the financial statements, if reasonably 
determinable. (See appendix A, example A.5, “Qualified Opinion on General- 
Purpose Financial Statements That Omit One or More, But Not All, Compo­
nent Units of the Financial Reporting Entity.”)
18.46 General-Purpose Financial Statements That Omit a Fund 
Type, Account Group, or Fund. If  financial statements for fund types or 
account groups that should be included in the GPFS (such as the general 
fixed-assets account group or all proprietary funds) are omitted, the auditor is 
required to express a qualified opinion on the financial statements because of 
a departure from GAAP. If  the financial statements for an individual fund that 
should be included in the GPFS (such as an individual proprietary fund) are 
omitted, the auditor should consider the need to express a qualified or an 
adverse opinion on the financial statements (see also paragraph 3.12 herein). 
A qualified or adverse auditor’s report should include an explanatory para­
graph that describes the omitted fund type, account group, or fund and dis­
closes the effects on the financial statements, if reasonably determinable. (See 
appendix A, example A.6, “Qualified Opinion on General-Purpose Financial 
Statements That Omit a Fund Type or Account Group,” and example A.7, 
“Qualified Opinion on General-Purpose Financial Statements That Omit a 
Fund From a Fund-Type.”)
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18.47 Individual Fund Financial Statements. The auditor may be 
engaged to audit financial statements of only a specified fund or group of funds 
that are not intended to present fairly financial position, results of operations, 
or cash flows of either the financial reporting entity or component unit in 
conformity with GAAP. In such a case, the auditor’s report should include a 
middle paragraph calling attention to the fact that the financial statements are 
not intended to present financial position and the results of operations of the 
financial reporting entity or component unit. (See appendix A, example A.8, 
“Unqualified Opinion on General Fund Financial Statements With an Ex­
planatory Paragraph Calling Attention to the Fact That the Financial 
Statements Do Not Represent the Financial Position and Results of Opera­
tions of the Financial Reporting Entity,” and example A.9, “Unqualified 
Opinion on an Enterprise Fund’s Financial Statements With an Explana­
tory Paragraph Calling Attention to the Fact That the Financial State­
ments Do Not Represent the Financial Position and Results of Operations of 
the Financial Reporting Entity.”)
18.48 General-Purpose Financial Statements That Include an Un­
audited Organization, Function, or Activity. Using the criteria estab­
lished by GASB Cod. sec. 2100, many governmental units’ financial reports 
may include component units that were heretofore reported separately. In 
certain cases, the financial statements of those units may be unaudited and 
may result in the auditor’s report on the GPFS being qualified or disclaimed, 
depending on the materiality of the unaudited component unit to the govern­
mental unit’s financial statements. (See appendix A, example A.11, “Qualified 
Opinion on General-Purpose Financial Statements That Include an Unaudited 
Organization, Function, or Activity.”)
18.49 Financial Statements of a Department Constituting Less 
Than a Fund. The auditor may issue an unqualified opinion on the financial 
statements of a department (or agency) that constitutes less than a fund. The 
auditor’s report should include a middle paragraph that indicates that the 
statements present information for only a portion of the financial reporting 
entity. (See appendix A, example A.15, “Unqualified Opinion on Financial 
Statements of a Department Constituting Less Than a Fund.”)
18.50 Part of the Audit Performed by Another Auditor. When the 
auditor is serving as principal auditor and another auditor has audited a 
material portion of the financial statements, the principal auditor should 
consider the guidance in chapter 3 and whether to refer to the work of the other 
auditor. (See appendix A, example A.12(A), “Unqualified Opinion on General- 
Purpose Financial Statements With Reference to an Audit of an Organiza­
tion, Function or Activity by Other Auditors;” A.12(B), “Unqualified 
Opinion on General-Purpose Financial Statements and Combining, Individ­
ual Fund, and Account Group Financial Statements When One Fund or 
Component Unit Representing Less Than All of a Fund Type Has Been 
Audited by Other Auditors;” and A.13, “Unqualified Opinion on General- 
Purpose Financial Statements With Reference to an Audit of All of a Fund 
Type by Other Auditors.”)
18.51 Summary Financial Information. The auditor may be engaged 
to report on summary information issued by a state or local governmental unit 
in a document that refers to, but does not include, the GPFS. (See appendix A, 
example A.17, “Report on Separately Issued Summary Financial Information 
Prepared in Accordance With the Guidance Provided in Paragraph 18.23” and 
A.18, “Report on Separately Issued Summary Financial Information Prepared 
in a Manner Inconsistent With the Guidance Provided in Paragraph 18.23.”)
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18.52 If an independent auditor is engaged to audit financial statements 
prepared in conformity with a comprehensive basis of accounting other than 
GAAP, as defined in SAS No. 62, Special Reports (AICPA, Professional Stand­
ards, vol. 1, AU sec. 623), the independent auditor should follow the guidance 
in SAS No. 62. (See appendix A, example A.14, “Unqualified Opinion on 
Financial Statements Prepared in Accordance With a Comprehensive Basis of 
Accounting Other Than Generally Accepted Accounting Principles.”)
18.53 If  the auditor is engaged to audit financial statements presented in 
conformity with neither GAAP nor an other comprehensive basis of accounting, 
the auditor should use the standard form of report, modified for the departures 
from GAAP.
Jointly Signed Reports
18.54 During recent years, a number of governments have required that 
CPA firms proposing to perform audits of their financial statements provide for 
minority or smaller firms, or both, to participate in the conduct of the audit. In 
some cases, those requirements have been met by principal auditors simply by 
subcontracting a portion of the audit to the minority or smaller firms. In those 
circumstances, the report on the audit is signed by only the principal auditor 
in the manner contemplated by SAS No. 1, section 543.
18.55 In other circumstances, the independent auditors participating in 
the audit have each signed the report in their individual capacities. The 
profession’s standards do not provide for sharing the responsibility for an audit 
of the financial statements of a single entity by two or more independent 
auditors. Each individual or firm signing an audit report should be considered 
to be separately expressing an opinion on the financial statements. Signing the 
report in an individual capacity is appropriate only if the individual or firm has 
complied with GAAS and is in a position that justifies being the only signatory 
of the report.
18.56 A joint endeavor by two firms to conduct an audit could take the 
form of a legal entity, just as individuals band together to form a firm. In that 
situation, the report might be signed with the joint venture name. However, 
before undertaking such an approach, the auditors should consider the impli­
cations of ethics rules on the use of fictitious names and state licensing 
statutes.
Government Auditing Standards Reporting Requirements
18.57 Frequently, governments are required by law, regulation, agree­
ment, contract, or policy to have their financial statements audited in accord­
ance with Government Auditing Standards. Chapters 1, 3, 4, and 5 of this guide 
discuss the various general, fieldwork, and reporting requirements of Govern­
ment Auditing Standards. The remainder of this chapter discusses the addi­
tional reporting requirements of Government Auditing Standards.
18.58 Government Auditing Standards requires that in addition to re­
porting on the financial statements, the auditor report on (a) compliance with 
laws, regulations, and provisions of contracts and grant agreements that could 
have a direct and material effect on the financial statements amounts and (b) 
the scope of testing of the entity’s internal control over financial reporting and 
on the results of the tests.
18.59 The reporting standards for financial audits in Government Audit­
ing Standards contain four additional reporting standards for financial state­
ment audits beyond GAAS:
Special Reports
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a. When the report on the financial statement is submitted to comply 
with a requirement for an audit in accordance with Government 
Auditing Standards, audit reports should state that the audit was 
made in accordance with generally accepted government auditing 
standards. This guide recommends the following language be in­
cluded in the auditor’s report to meet this requirement: “we con­
ducted our audit in accordance with auditing standards generally 
accepted in the United States of America and the standards applica­
ble to financial audits contained in Government Auditing Standards 
issued by the Comptroller General of the United States.”4 Govern­
ment Auditing Standards also acknowledges that an entity may need 
a financial statement audit for purposes other than to comply with 
a requirement calling for an audit in accordance with Government 
Auditing Standards. For example, the entity may need a financial 
statement audit to issue bonds. In this case, Government Auditing 
Standards permits auditors to issue a separate report on the finan­
cial statements conforming only to the requirements of GAAS (see 
paragraphs 5.11 through 5.14 of Government Auditing Standards).
b. The report on the audit of the financial statements should either (1) 
describe the scope of the auditor’s testing of compliance with laws 
and regulations and internal control over financial reporting and 
present the results of those tests or (2) refer to separate reports 
containing that information (see paragraphs 5.15 through 5.28 of 
Government Auditing Standards). When auditors report separately 
on compliance with laws and regulations and internal control over 
financial reporting, the report on the financial statements should 
state that they have issued the additional report. It should also state 
that the report on compliance with laws and regulations and internal 
control over financial reporting is an integral part of an audit per­
formed in accordance with Government Auditing Standards, and in 
considering the results of the audit, that the report(s) should be read 
in conjunction with the auditor’s report on the financial statements. 
The financial statement reporting recommended in this guide (exam­
ples A.16 and A.16(A) of appendix A) illustrates the second option to 
refer to a separate report on compliance with certain provisions of 
laws, regulations, contracts, and grants and on internal control over 
financial reporting. In presenting the results of tests, the auditor 
should report fraud, illegal acts, other material noncompliance, and 
reportable conditions in internal control (see paragraphs 4.31 
through 4.34 and 5.29 through 5.41). In some circumstances, the 
auditor should report fraud and illegal acts directly to parties exter­
nal to the audited entity (see paragraphs 5.32 through 5.34).
c. If  certain information is prohibited from general disclosure (that is, 
prohibited from general disclosure by federal, state, or local laws or 
regulations), the audit report should state the nature of the informa­
tion omitted and the requirement that makes the omission necessary 
(see paragraphs 5.29 through 5.31 of Government Auditing Standards).
d. Written audit reports are to be submitted by the audit organization 
to the appropriate officials of the entity and to the appropriate 
officials of the organizations requiring or arranging for the audit 
(including external funding organizations), unless legal restrictions
4 The standards applicable to financial audits include the general, fieldwork, and reporting 
standards described in chapters 3, 4 and 5 of Government Auditing Standards.
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prevent it.5 Copies of the reports should also be sent to other officials 
who have legal oversight authority or who may be responsible for 
acting on audit findings and recommendations and to others author­
ized to receive such reports. Unless restricted by law or regulation, 
copies should be made available for public inspection (see paragraphs
5.32 through 5.35 of Government Auditing Standards).
Report on Compliance and on Internal Control Over Financial 
Reporting Based on an Audit of Financial Statements Performed 
in Accordance With Government Auditing Standards
18.60 This Guide recommends combining into one report the reporting 
required by Government Auditing Standards on (a) the scope of the auditor’s 
testing of compliance and (b) the internal control over financial reporting based 
on an audit of the financial statements.
18.61 The basic elements of the auditor’s standard report on compliance 
and on the internal control over financial reporting based on an audit of the 
financial statements in accordance with Government Auditing Standards 
are—
a. A statement that the auditor has audited the financial statements of 
the entity and a reference to the auditor’s report on the financial 
statements, including a description of any departure from the stand­
ard report.
b. A statement that the audit was conducted in accordance with GAAS 
(with an identification of the United States of America as the country 
of origin of those standards [for example, auditing standards gener­
ally accepted in the United States of America or U.S. generally 
accepted auditing standards]) and with the standards applicable to 
financial audits contained in Government Auditing Standards issued 
by the Comptroller General of the United States.6
c. A statement that as part of obtaining reasonable assurance about 
whether the entity’s financial statements are free of material mis­
statement, the auditor performed tests of the entity’s compliance 
with certain provisions of laws, regulations, contracts, and grants, 
noncompliance with which could have a direct and material effect on 
the determination of financial statement amounts.
d. A statement that providing an opinion on compliance with those 
provisions was not an objective of the audit and that, accordingly, the 
auditor does not express such an opinion.
e. A statement that notes whether the results of tests disclosed in­
stances of noncompliance that are required to be reported under 
Government Auditing Standards7 and, if they are, describes the 
instances of noncompliance or refers to a separate schedule that 
summarizes the instances of noncompliance.
5 Note that when public accountants are engaged, the engaging organization should ensure that 
the report is distributed appropriately.
6 The standards applicable to financial audits include the general, fieldwork, and reporting 
standards described in chapters 3, 4, and 5 of Government Auditing Standards.
7 See paragraphs 5.31, 5.35, and 5.36 for a discussion of noncompliance matters that need to be 
reported under Government Auditing Standards.
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f. I f  applicable, a statement that certain immaterial instances of non- 
compliance were communicated to management in a separate 
letter.8
g. A statement that in planning and performing the audit, the auditor 
considered the entity’s internal control over financial reporting in 
order to determine the auditing procedures for the purpose of ex­
pressing an opinion on the financial statements and not to provide 
assurance on the internal control over financial reporting.
h. If applicable, a statement that reportable conditions were noted and 
the definition of a reportable condition.
i. If no reportable conditions are noted, a statement that the auditor’s 
consideration of the internal control over financial reporting would 
not necessarily disclose all matters in the internal control that might 
be material weaknesses; if reportable conditions are noted, a state­
ment that the auditor’s consideration of the internal control over 
financial reporting would not necessarily disclose all matters in the 
internal control that might be reportable conditions and, accordingly, 
would not necessarily disclose all reportable conditions that are also 
considered to be material weaknesses.
j. I f  applicable, a description of the reportable conditions noted or a 
reference to a separate schedule in which the reportable conditions 
are described.
k. The definition of a material weakness.
l. If applicable, a statement that material weaknesses were noted, and 
if they are, describes the material weaknesses noted or refers to a 
separate schedule in which they are described. If there are no 
reportable conditions noted, a statement is made that no material 
weaknesses were noted.
m. I f  applicable, a statement that other matters involving the internal 
control over financial reporting were communicated to management 
in a separate letter.9
n. A  separate paragraph at the end of the report stating that the report 
is intended solely for the information and use of the audit committee, 
management, and specified legislative or regulatory bodies, and is 
not intended to be and should not be used by anyone other than these 
specified parties.10
o. The manual or printed signature of the auditor’s firm.
p. The date of the auditor’s report.
18.62 Examples of the auditor’s report on compliance and on the internal 
control over financial reporting based on an audit of the financial statements 
in accordance with Government Auditing Standards are included in examples 
A.16 and A.16(A) of appendix A.
8 See paragraphs 5.37 and 5.38 for a discussion of reporting other noncompliance matters to top 
management in accordance with Government Auditing Standards.
9 See paragraphs 3.04 and 4.33 for a discussion of other internal control matters to be commu­
nicated to certain parties in accordance with Government Auditing Standards.
10 Item n. conforms to SAS No. 87, Restricting the Use of an Auditor’s Report (AICPA, Profes­
sional Standards, vol. 1, AU sec. 532). See SAS No. 87 for additional guidance on restricted-use 
reports.
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Reporting When Portions of a Governmental Reporting Entity 
Do Not Have an Audit in Accordance With Government 
Auditing Standards
18.63 Because of the provisions of GASB Statement No. 14, The Financial 
Reporting Entity, governments that are required to have an audit in accord­
ance with Government Auditing Standards often include as part of the report­
ing entity component units that are not required to have such an audit. When 
this occurs, the auditor should consider modifying his or her report on the 
financial statements and also the report issued to meet the requirements of 
Government Auditing Standards.
18.64 With regard to the report on the financial statements of the report­
ing entity, if a material component unit or fund is not required to have an audit 
in accordance with Government Auditing Standards and the report on the 
financial statements is required to state that the audit was performed in 
accordance with Government Auditing Standards, the auditor should modify 
the scope paragraph of the report on the financial statements to indicate the 
portion of the reporting entity that was not audited in accordance with Govern­
ment Auditing Standards. Example wording that could be used in this situ­
ation follows:
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America and the standards applicable to 
financial audits contained in Government Auditing Standards, issued by the 
Comptroller General of the United States.
Those standards require that we plan and perform the audit to obtain reason­
able assurance about whether the financial statements are free of material 
misstatement. The financial statements of [name of fund or component unit] 
were not audited in accordance with Government Auditing Standards. An audit 
includes examining. . . .
18.65 With regard to the report issued on compliance and on the internal 
control over financial reporting based on an audit of financial statements 
performed in accordance with Government Auditing Standards, the auditor 
should modify the scope paragraph of examples A.16 or A.16(A) of appendix A 
to indicate the portion of the reporting entity that was not audited in accor­
dance with Government Auditing Standards. Example wording that could be 
used in this situation follows:
We have audited the financial statements of City of Example, Any State, as of 
and for the year ended June 30, 20X1, and have issued our report thereon dated 
August 15, 20X1. We conducted our audit in accordance with auditing stand­
ards generally accepted in the United States of America and the standards 
applicable to financial audits contained in Government Auditing Standards, 
issued by the Comptroller General of the United States. The financial state­
ments of [name of fund or component unit] were not audited in accordance with 
Government Auditing Standards.
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Chapter 19
Association With Financial Statements 
Included in Official Statements*
Introduction
19.01 Debt securities generally are issued on a negotiated sale, a competi­
tive bid basis, or in a private placement. Negotiated offerings are made by the 
issuer to one or more underwriters who resell the bonds to the public. Competi­
tive bid sales are based on sealed bids submitted by underwriters, investors to 
the underwriter, or the underwriting group that submitted the best acceptable 
bid. A private placement occurs for small issues, many times with a local bank. 
An official statement is generally prepared by the issuer of debt securities with 
the assistance of financial advisors, bond counsel, and, frequently, the entity’s 
independent accountants.
19.02 Governmental units are exempt from the reporting and registration 
requirements under the Securities Act of 1933 (1933 Act) and the Securities 
Exchange Act of 1934 (1934 Act). However, the federal antifraud provisions of 
those acts that relate to the adequacy of disclosures apply to governmental unit 
security offerings. The best known of those provisions is section 10b-5 of the 
1934 Act, which imposes civil liability for unlawful acts; for example, misrep­
resentations or omissions of material facts by any person in the offering or sale 
of securities, including securities issued by governmental units.
19.03 The SEC promulgated Rule 15c2-12 regarding the disclosure re­
sponsibilities of underwriters of municipal securities. This rule and the accom­
panying SEC releases have major implications for the procedures to be 
followed by issuers in providing information to the market to assist underwrit­
ers in meeting their responsibilities. Accordingly, the Guidelines reflects the 
requirements of the rule, especially in the section entitled “Procedural 
Statements.”
19.04 In addition to the SEC Rule and its impact, the general area of 
disclosure has been the subject of study by various groups. These efforts led to 
the formulation of additional guidance for use by market participants. Espe­
cially noteworthy contributions are those of the National Federation of Munici­
pal Analysts, the National Council of State Housing Agencies, the Municipal 
Securities Rulemaking Board, and the Public Securities Association.
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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19.05 An auditor is not required to participate in, or undertake, any 
procedures with respect to an official statement. In the following situations, 
however, the auditor should refer to SAS No. 8, Other Information in Docu­
ments Containing Audited Financial Statements, as amended (AICPA, Profes­
sional Standards, vol. 1, AU sec. 550), for guidance on responsibilities 
concerning information in the official statement other than the financial 
statements covered by his or her opinion.
•  Manually signing the independent auditor’s report included in the 
offering document.
•  Providing written consent to the use of the independent auditor’s 
report in the official statement. (See paragraphs 19.11 and 19.12.)
•  Reviewing a draft of the official statement at the client’s request.
•  Assisting in the preparation of the financial information included in 
an official statement.
•  Issuing an agreed-upon procedures or comfort letter on information 
included in an official statement.
The guidance in SAS No. 8 provides that the auditor has no obligation to 
perform any procedures to corroborate other information contained in an 
official statement. However, the auditor should read the information and 
consider whether such information, or the manner of its presentation, is 
materially inconsistent with information, or the manner of its presentation, 
appearing in the financial statements. (See paragraph 4 of SAS No. 8 [AICPA, 
Professional Standards, vol. 1, AU sec. 550.04].) Paragraph 5 of SAS No. 8 
(AICPA, Professional Standards, vol. 1, AU sec. 550.05) further suggests the 
action an auditor should take if, based on that reading, there is a material 
misstatement of fact in the other information.
19.06 The following three dates are generally critical in a debt offering of 
a governmental entity, though the time period between them may vary.
a. The preliminary official statement (POS) is issued to all prospective 
buyers of the debt securities.
b. The official statement (OS) is issued at the time of sale (sometimes 
referred to as the effective date) and identifies the buyer of the debt 
and the related actual debt service requirements of the new debt.
c. The closing date represents the date the transaction is finalized and 
the cash is transferred from the buyer to the governmental entity.
Letters for Underwriters
19.07 When the accountant is asked to issue a letter consenting to the use 
of the auditor’s report in the official statement, the effective date of the consent 
can be the POS date or the OS date. When the accountant is asked to prepare 
a letter for the underwriter, the letter can be as of the POS date or the OS date 
with updating letters issued as of the OS date (if applicable) and the closing 
date. The procedures in these letters can be cut off as much as five business 
days before the date of the letter.
19.08 Underwriting agreements between the governmental issuer and 
the underwriters may require the auditor to prepare a comfort letter addressed 
to the underwriters. SAS No. 72, Letters for Underwriters and Certain Other 
Requesting Parties, as amended (AICPA, Professional Standards, vol. 1, AU 
sec. 634), defines the term underwriters and gives guidance to accountants 
in providing letters to underwriters and to certain other requesting parties.
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Accountants may provide a comfort letter to a broker-dealer or other financial 
intermediary acting as principal or agent in offerings of securities issued or 
backed by governmental entities exempt from registration under the 1933 Act 
only if the broker-dealer or other intermediary provides the required repre­
sentation letter. The required elements of the representation letter from a 
broker-dealer or other financial intermediary are as follows:
•  The letter should be addressed to the accountants.
•  The letter should contain the following:
This review process, applied to the information relating to the issuer, 
is (will be) substantially consistent with the due diligence review 
process that we would perform if this placement of securities (or 
issuance of securities in an acquisition transaction) were being regis­
tered pursuant to the Securities Act of 1933 (the Act). We are knowl­
edgeable with respect to the due diligence review process that would 
be performed if this placement of securities were being registered 
pursuant to the Act.
•  The letter should be signed by the requesting party.
When a party requesting a comfort letter has provided the accountants with 
the required representation letter, the accountants should refer in the comfort 
letter to the requesting party’s representations. (See example P in the appendix 
to SAS No. 72, as amended [AICPA, Professional Standards, vol. 1, AU sec. 
634.64]. Example P is a typical comfort letter in a non-1933 Act offering, 
including the required underwriter representations.) If the required repre­
sentation letter is not provided by the broker-dealer or other intermediary, 
accountants who are requested to issue letters in conjunction with securities 
offerings should follow the guidance in SAS No. 76, Amendments to SAS No. 
72, Letters for Underwriters and Certain Other Requesting Parties (AICPA, 
Professional Standards, vol. 1, AU sec. 634.09). As discussed in paragraph 10 
of SAS No. 76 (AU sec. 634.10), when a comfort letter is requested by a party 
other than the underwriter, broker-dealer, or other financial intermediary, 
accountants should not provide that party with a comfort letter or the letter 
described in paragraph 9 of SAS No. 76 (AU sec. 634.09). Instead, accountants 
may provide the party with a report on agreed-upon procedures and should 
refer to Statement on Standards for Attestation Engagements (SSAE) No. 10, 
Attestation Standards: Revision and Recodification, as amended, Chapter 2, 
“Agreed-Upon Procedures Engagements” (AICPA, Professional Standards, vol.
1, AT sec. 201), as applicable, for guidance.
19.09 SAS No. 72, as amended (AU sec. 634.37), requires accountants to 
perform a review, as discussed in SAS No. 100, Interim Financial Information 
(AICPA, Professional Standards, vol. 1, AU sec. 722), to provide negative 
assurance in a comfort letter on interim financial information.* If  the account­
ant has not performed such a review, he or she is limited to stating procedures 
performed and findings obtained.
Status as Experts and Use of Financial Statements
19.10 Two interpretations relating to SAS No. 37, Filings Under Federal 
Securities Statutes (AICPA, Professional Standards, vol. 1, AU sec. 711), were
* In November 2002, the AICPA Auditing Standards Board (ASB) issued SAS No. 100, Interim 
Financial Information. SAS No. 100 supersedes SAS No. 71, Interim Financial Information (AICPA, 
Professional Standards, vol. 1, AU sec. 722A), to provide additional guidance on performing reviews 
of interim financial information. SAS No. 100 is effective for interim periods within fiscal years 
beginning after December 15, 2002. Earlier application is permitted.
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issued and are found in AICPA, Professional Standards, vol. 1, AU sec.
9711.12-.15 and 9711.16-.17. The interpretations addressed the auditor’s 
consent (a) to being named as an expert and (b) to the use of an audit report in 
an offering document other than one registered under the 1933 Act.
Consenting to Be Named as an Expert in an Offering Document 
in Connection With Securities Offerings Other Than Those 
Registered Under the Securities Act of 1933
19.11 This Interpretation (AICPA, Professional Standards, vol. 1, AU sec.
9711.12-.15) states that when a client wishes to make reference to the auditor’s 
role in an offering document in connection with a securities offering that is not 
registered under the 1933 Act, the caption “Independent Auditors” should be 
used to title that section of the document; the caption “Experts” should not be 
used, nor should the auditors be referred to as experts anywhere in the 
document. The following paragraph should be used to describe the auditor’s role.
Independent Auditors
The financial statements as of December 31, 20XX, and for the year then ended, 
included in this offering circular, have been audited by ABC, independent 
auditors, as stated in their report(s) appearing herein.
If the client refuses to delete from the offering document the reference to the 
auditors as experts, the auditor should not permit inclusion of the auditor’s 
report in the offering document.
Consenting to the Use of an Audit Report in an Offering 
Document Other Than One Registered Under the Securities 
Act of 1933
19.12 The auditor is not required but may provide a consent in an offering 
document other than one registered under the 1933 Act. The Interpretation 
(AICPA, Professional Standards, vol. 1, AU sec. 9711.16-.17) provides example 
language that the auditor may use:
We agree to the inclusion in this offering circular of our report, dated February 
5, 20XX, on our audit of the financial statements of [name of entity].
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Part VII
Audits of Federal Financial Assistance
[Part VII (chapters 20-24) has been superseded by AICPA Audit Guide 
Audits of States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards.]
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Appendix A 
Illustrative Auditor's Reports*
A.1 This appendix contains examples illustrating the reports required 
under GAAS and Government Auditing Standards. The AICPA Audit Guide 
Audits of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards illustrates the reports required in a single audit.
A.2 Auditors should modify the example reports as necessary for noncom­
pliance and for other matters specified in professional standards such as scope 
limitations and departures from GAAP.
A.3 Government Auditing Standards states that when the report on the 
financial statements is submitted to comply with a legal, regulatory, or con­
tractual requirement for a Government Auditing Standards audit, the auditor 
is required to state that the audit was performed in accordance with Govern­
ment Auditing Standards. (Example A.1, footnote 2, provides illustrative 
wording for this reference to Government Auditing Standards.) However, 
Government Auditing Standards do not prohibit auditors from issuing a sepa­
rate report on the financial statements in accordance with the requirements of 
GAAS if the financial statement audit is for purposes other than to comply with 
requirements calling for a Government Auditing Standards audit.
A.4 This guide recommends that the reporting on the scope of the audi­
tor’s testing of compliance and on the internal control over financial reporting 
based on an audit of the financial statements as required by Government 
Auditing Standards be combined in one separate report (see examples A.16 
and A.16(A)). However, Government Auditing Standards gives auditors the 
option to report on compliance with laws and regulations and internal control 
over financial reporting in the report on the financial statements. If auditors 
choose this option, Government Auditing Standards requires that the report 
include an introduction summarizing key findings in the audit of the financial 
statements and the related compliance and internal control work. Although it 
may be feasible for auditors to issue such a report, auditors should exercise 
care to assure that the many unique reporting requirements of both GAAS and 
Government Auditing Standards are met. In addition, in accordance with SAS 
No. 87 auditors should be aware that if such a single combined report is issued 
covering both (a ) subject matter or presentations that require a restriction 
on use to specified parties (i.e., reports on compliance with laws and regula­
tions and internal control over financial reporting) and (b ) subject matter or
* The Governmental Accounting Standards Board (GASB) has issued GASB Statements No. 34, 
Basic Financial Statements— and Management’s Discussion and Analysis—for State and Local 
Governments, No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for 
Public Colleges and Universities, No. 37, Basic Financial Statements— and Management’s Discussion 
and Analysis—for State and Local Governments: Omnibus, and No. 38, Certain Financial Statement 
Note Disclosures. Those Statements fundamentally change the format and content of financial 
statements (the financial reporting model) for all state and local governmental entities. The GASB 
also has issued GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and 
Expenditures in Governmental Fund Financial Statements, which clarifies the application of 
standards for modified accrual recognition of certain liabilities and expenditures in governmental 
fund financial statements. The Special Note in the Preface in the front of this Guide explains the 
effective dates of those pronouncements and discusses why conforming changes for them are not 
included in this Guide. For a discussion of those pronouncements, see the annual AICPA Audit Risk 
Alert, State and Local Governmental Developments.
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presentations that ordinarily do not require such a restriction (i.e., report on 
the financial statements), the use of such a single combined report should be 
restricted to the specified parties.
A.5 In many instances, audits performed in accordance with U.S. General 
Accounting Office, Government Auditing Standards, and U.S. Office of Man­
agement and Budget Circular A-133, Audits of States, Local Governments, and 
Non-Profit Organizations, include a separate restricted-use report (i.e., report 
on compliance with laws and regulations and internal control over financial 
reporting) in a document that also contains a general-use report (i.e., report on 
the financial statements). The inclusion of a separate restricted-use report in 
a document that contains a general-use report does not affect the intended use 
of either report. The restricted-use report remains restricted as to use, and the 
general-use report continues to be for general use. See SAS No. 87 for further 
guidance.
A.6 If auditors choose to report on compliance with laws and regulations 
and internal control over financial reporting in a separate report as is recom­
mended in this guide, the report on the financial statements should refer to the 
separate report. Example A.1, footnote 3, provides illustrative wording for this 
reference.
A.7 If  the auditor’s report on the financial statements contains any depar­
ture from the standard report, the reasons for the departure should be de­
scribed in the auditor’s report on compliance and internal control over financial 
reporting (for example, see footnote 56, example A.16, “Report on Compliance 
and on Internal Control Over Financial Reporting Based on an Audit of 
Financial Statements Performed in Accordance With Government Auditing 
Standards,” in this appendix).
A.8 The following sample auditor’s reports illustrate the types of reports 
to be issued in selected situations. Chapter 18 of this guide includes discussions 
of certain of the situations and the resulting reports contained herein. For 
additional guidance the auditor should refer to SAS No. 58, Reports on Audited 
Financial Statements, as amended (AICPA, Professional Standards, vol. 1, AU 
sec. 508). Examples A.17, “Report on Separately Issued Summary Financial 
Information Prepared in Accordance With the Guidance Provided in Para­
graph 18.23,” and A.18, “Report on Separately Issued Summary Financial 
Information Prepared in a Manner Inconsistent With the Guidance Provided 
in Paragraph 18.23,” illustrate reporting on summary financial information 
as discussed in chapter 18.
Examples Included in Appendix A
Example A.1 Unqualified Opinion on General-Purpose 
Financial Statements
Example A.2 Unqualified Opinion on General-Purpose 
Financial Statements Submitted To­
gether With Combining, Individual 
Fund, and Account Group Financial 
Statements and Supporting Schedules as 
Supplementary Data
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Example A.3
Example A.4
Example A.5
Example A.6
Example A.7
Example A.8
Example A.9
Example A.10
Example A.11
Example A.12(A)
Unqualified Opinion on General-Pur­
pose Financial Statements and Com­
bining, Individual Fund, and Account 
Group Financial Statements, Presented 
Together With Supporting Schedules 
Reported on as Supplementary Data
Report on Primary Government Fi­
nancial Statements That Omit the Fi­
nancial Data of Each Component Unit
Qualified Opinion on General-Purpose 
Financial Statements That Omit One or 
More, But Not All, Component Units of 
the Financial Reporting Entity
Qualified Opinion on General-Pur­
pose Financial Statements That Omit 
a Fund Type or Account Group
Qualified Opinion on General-Pur­
pose Financial Statements That Omit 
a Fund From a Fund Type
Unqualified Opinion on General Fund 
Financial Statements With an Expla­
natory Paragraph Calling Attention to 
the Fact That the Financial State­
ments Do Not Represent the Financial 
Position and Results of Operations of 
the Financial Reporting Entity
Unqualified Opinion on an Enterprise 
Fund’s Financial Statements With an 
Explanatory Paragraph Calling At­
tention to the Fact That the Financial 
Statements Do Not Represent the Fi­
nancial Position and Results of Opera­
tions of the Financial Reporting Entity
[Deleted as a result of the issuance of 
SAS No. 79, Amendment to Statement 
on Auditing Standards No. 58, Reports 
on Audited Financial Statements.]
Qualified Opinion on General-Purpose 
Financial Statements That Include an 
Unaudited Organization, Function, or 
Activity
Unqualified Opinion on General-Pur­
pose Financial Statements With Ref­
erence to an Audit of an Organization, 
Function, or Activity by Other Auditors
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Example A.12(B)
Example A.13
Example A.14
Example A.15
Example A.16
Example A. 16(A)
Example A.17
Example A.18
Unqualified Opinion on General-Pur­
pose Financial Statements and Com­
bining, Individual Fund, and Account 
Group Financial Statements When 
One Fund or Component Unit Repre­
senting Less Than All of a Fund Type 
Has Been Audited by Other Auditors
Unqualified Opinion on General-Pur­
pose Financial Statements With Ref­
erence to an Audit of All of a Fund 
Type by Other Auditors
Unqualified Opinion on Financial 
Statements Prepared in Accordance 
With a Comprehensive Basis of Ac­
counting Other Than Generally Ac­
cepted Accounting Principles
Unqualified Opinion on Financial 
Statements of a Department Consti­
tuting Less Than a Fund
Report on Compliance and on Inter­
nal Control Over Financial Reporting 
Based on an Audit of Financial State­
ments Performed in Accordance With 
Government Auditing Standards (No Re­
portable Instances of Noncompliance 
and No Material Weaknesses [No Re­
portable Conditions Identified])
Report on Compliance and on Inter­
nal Control Over Financial Reporting 
Based on an Audit of Financial State­
ments Performed in Accordance With 
Government Auditing Standards (Re­
portable Instances of Noncompliance 
and Reportable Conditions Identified)
Report on Separately Issued Sum­
mary Financial Information Prepared 
in Accordance With the Guidance Pro­
vided in Paragraph 18.23
Report on Separately Issued Summary 
Financial Information Prepared in a 
Manner Inconsistent With the Guid­
ance Provided in Paragraph 18.23
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Example A.1
Unqualified Opinion on General-Purpose Financial Statements1
Independent Auditor’s Report
We have audited the accompanying general-purpose financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.2 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to above 
present fairly, in all material respects, the financial position of City of Example, 
Any State, as of June 30, 20X1, and the results of its operations and the cash 
flows of its proprietary fund types and nonexpendable trust funds for the year 
then ended in conformity with accounting principles generally accepted in the 
United States of America.3
[Signature]
[Date]
1 The financial statements of a component unit should acknowledge that the component unit is 
a component unit of another government; for example, “We have audited the accompanying general- 
purpose financial statements of Sample County School District, component unit of Sample County, as 
of and for the year ended June 30, 20X1.” In addition, the notes to the component unit’s financial 
statements should identify the primary government of the financial reporting entity and the 
component unit’s relationship to the primary government. For reporting on the financial statements 
of a primary government that omit the financial data of each component unit, see the Audit and 
Accounting Guide Audits of State and Local Governmental Units, example A.4, “Report on Primary 
Government Financial Statements That Omit the Financial Data of Each Component Unit.”
2 When the report on the financial statements is submitted to comply with a legal, regulatory, or 
contractual requirement for an audit in accordance with Government Auditing Standards, insert the 
phrase “and the standards applicable to financial audits contained in Government Auditing Stand­
ards issued by the Comptroller General of the United States.” The standards applicable to financial 
audits include the general, fieldwork, and reporting standards described in chapters 3, 4, and 5 of 
Government Auditing Standards.
3 When the report on the financial statements is submitted to comply with a legal, regulatory, or 
contractual requirement for an audit in accordance with Government Auditing Standards, a para­
graph similar to the following should be added after the opinion paragraph:
In accordance with Government Auditing Standards, we have also issued our report dated 
[date of report] on our consideration of the City of the Example’s internal control over financial 
reporting and on our tests of its compliance with certain provisions of laws, regulations, con­
tracts, and grants. That report is an integral part of an audit performed in accordance with 
Government Auditing Standards and should be read in conjunction with this report in con­
sidering the results of our audit.
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Example A.2
Unqualified Opinion on General-Purpose Financial Statements 
Submitted Together With Combining, Individual Fund, and Account 
Group Financial Statements and Supporting Schedules as 
Supplementary Data
Independent Auditor’s Report
We have audited the accompanying general-purpose4 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.5 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to above 
present fairly, in all material respects, the financial position of City of Example, 
Any State, as of June 30, 20X1, and the results of its operations and the cash 
flows of its proprietary fund types and nonexpendable trust funds for the year 
then ended in conformity with accounting principles generally accepted in the 
United States of America.6
Our audit was conducted for the purpose of forming an opinion on the general- 
purpose financial statements of the City of Example, Any State. The combining 
and individual fund and account group financial statements and schedules 
listed in the table of contents are presented for purposes of additional analysis 
and are not a required part of the general-purpose financial statements. Such 
information has been subjected to the auditing procedures applied in the audit of 
the general-purpose financial statements and, in our opinion, is fairly stated, in 
all material respects, in relation to the general-purpose financial statements 
taken as a whole.7
[Signature]
[Date]
4 See footnote 1.
5 See footnote 2.
6 See footnote 3.
7 When reporting on supplementary data, the auditor should consider the effect of any modifi­
cations in the report on the general-purpose financial statements. Furthermore, if the report on 
supplementary information is other than unqualified, this paragraph should be modified. Guidance 
for reporting in these circumstances is described in paragraphs 9 through 11, 13, and 14 of SAS No. 
29, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted. 
Documents, as amended (AICPA, Professional Standards, vol. 1, AU sec. 551.09—.11, .13, and .14).
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Unqualified Opinion on General-Purpose Financial Statements and 
Combining, Individual Fund, and Account Group Financial 
Statements, Presented Together With Supporting Schedules Reported 
on as Supplementary Data
Independent Auditor’s Report
We have audited the accompanying general-purpose8 financial statements and 
the combining and individual fund and account group financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These financial statements are the responsibility 
of the City of Example’s management. Our responsibility is to express an 
opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.9 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to above 
present fairly, in all material respects, the financial position of City of Example, 
Any State, as of June 30, 20X1, and the results of its operations and the cash 
flows of its proprietary fund types and nonexpendable trust funds for the year 
then ended in conformity with accounting principles generally accepted in the 
United States of America. Also, in our opinion, the combining and individual 
fund and account group financial statements referred to above present fairly, 
in all material respects, the financial position of each of the individual funds 
and account groups of City of Example, Any State, as of June 30, 20X1, and the 
results of operations of such funds and the cash flows of individual proprietary 
fund types and nonexpendable trust funds for the year then ended in conformity 
with accounting principles generally accepted in the United States of America.10
Our audit was conducted for the purpose of forming an opinion on the general- 
purpose, combining, and individual fund and account group financial state­
ments of the City of Example, Any State. The accompanying financial 
information listed as supporting schedules in the table of contents is presented 
for purposes of additional analysis and is not a required part of those financial 
statements. Such information has been subjected to the auditing procedures 
applied in the audit of the general-purpose, combining, and individual fund and 
account group financial statements and, in our opinion, is fairly stated, in all 
material respects, in relation to the financial statements of each of the respec­
tive individual funds and account groups taken as a whole.11
[Signature]
[Date]
Example A.3
8 See footnote 1.
9 See footnote 2.
10 See footnote 3.
11 See footnote 7.
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Example A.4
Report on Primary Government Financial Statements That Omit the 
Financial Data of Each Component Unit
Independent Auditor’s Report
We have audited the accompanying primary government financial statements 
of the City of Example, Any State, as of and for the year ended June 30, 20X1, 
as listed in the table of contents. These financial statements are the responsi­
bility of the City of Example’s management. Our responsibility is to express an 
opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.12 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
A primary government is a legal entity or body politic and includes all funds, 
organizations, institutions, agencies, departments, and offices that are not 
legally separate. Such legally separate entities are referred to as component 
units. In our opinion, the primary government financial statements present 
fairly, in all material respects, the financial position of the primary government 
of City of Example, Any State, as of June 30, 20X1, and the results of its 
operations and the cash flows of its proprietary fund types and nonexpendable 
trust funds for the year then ended in conformity with accounting principles 
generally accepted in the United States of America.
However, the primary government financial statements, because they do not 
include the financial data of component units of City of Example, Any State, do 
not purport to, and do not, present fairly the financial position of the City of 
Example, Any State, as of June 30, 20X1, and the results of its operations and 
the cash flows of its proprietary fund types and nonexpendable trust funds for 
the year then ended in conformity with accounting principles generally ac­
cepted in the United States of America.13
[Signature]
[Date]
12 See footnote 2.
13 See footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That 
Omit One or More, But Not All, Component Units of the Financial 
Reporting Entity14
Independent Auditor’s Report
We have audited the accompanying general-purpose15 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.16 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
The general-purpose financial statements referred to above do not include 
financial data of the [identify the component unit(s) omitted], which should be 
included in order to conform with accounting principles generally accepted in 
the United States of America. If the omitted component unit(s) had been 
included,17 the assets and revenues of the [identify fund type(s)— for exam­
ple, special revenue fund type— or component unit column(s)] would have been
14 There may be circumstances when, based on professional judgment, the auditor may 
determine that an adverse opinion on the general-purpose financial statements is appropriate. In 
such a case, a separate explanatory paragraph should state all the substantive reasons for the 
adverse opinion and the principal effects of those matters. If an adverse opinion is to be rendered, the 
last two paragraphs of this report should be replaced with the following paragraphs:
The general-purpose financial statements referred to above do not include financial data of the 
[identify the component unit(s) omitted], which should be included in order to conform with 
accounting principles generally accepted in the United States of America.
Because of the departure from generally accepted accounting principles identified above, as of 
June 30, 20X1, the assets and revenues of the [identify fund type(s)—for example, special revenue 
fund type— or component unit column(s)] would have increased by $XXX,XXX and $XXX,XXX, 
respectively, there would have been an excess of expenditures over revenues in the fund type [or 
component unit(s)] for the year of $XXX,XXX and the [identify fund type(s) or component unit(s)] 
fund balance would have been a deficit of $XXX,XXX.
In our opinion, because of the effects of the matters discussed in the preceding paragraphs,the 
general-purpose financial statements referred to above do not present fairly, in conformity with 
accounting principles generally accepted in the United States of America, the financial position of 
City of Example, Any State, as of June 30, 20X1, or the results of its operations or the cash flows 
of its proprietary fund types and nonexpendable trust funds for the year then ended.
15 See footnote 1.
16 See footnote 2.
17 If the amounts applicable to the omitted component unit have not been audited, insert the
phrase based on unaudited information.
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increased by $XXX,XXX and $XXX,XXX, respectively, there would have been 
an excess of expenditures over revenues in that fund type [or component unit(s)] 
of $XXX,XXX for the year, and the [identify fund type(s) or discretely presented 
component unit column] fund balance would have been a deficit of $XXX,XXX.
In our opinion, except for the effects on the financial statements of the omission 
described in the preceding paragraph, the general-purpose financial state­
ments referred to above present fairly, in all material respects, the financial 
position of City of Example, Any State, as of June 30, 20X1, and the results of 
its operations and the cash flows of its proprietary fund types and nonexpend­
able trust funds for the year then ended in conformity with accounting princi­
ples generally accepted in the United States of America.18
[Signature]
[Date]
18 See footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That 
Omit a Fund Type or Account Group19
Independent Auditor’s Report
We have audited the accompanying general-purpose20 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.21 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
The general-purpose financial statements referred to above do not include the 
[identify the fund type (account group) omitted], which should be included in 
order to conform with accounting principles generally accepted in the United 
States of America. The omitted fund type22 has assets, liabilities, revenues, 
and expenditures of $XXX,XXX, $XXX,XXX, $XXX,XXX, and $XXX,XXX, re­
spectively. [The amount that should be recorded in the (identify account group) 
is not known.]
In our opinion, except for the effect on the financial statements of the omission 
described in the preceding paragraph, the general-purpose financial state­
ments referred to above present fairly, in all material respects, the financial 
position of City of Example, Any State, as of June 30, 20X1, and the results of 
its operations and the cash flows of its proprietary fund types and nonexpend­
able trust funds for the year then ended in conformity with accounting princi­
ples generally accepted in the United States of America.23
[Signature]
[Date]
Example A.6
19 See footnote 14. The report language in footnote 14 for an adverse opinion should be adapted
for the omission of a fund type or account group.
20 See footnote 1.
21 See footnote 2.
22 If the amounts applicable to the omitted fund type or account group have not been audited,
insert the phrase based on unaudited information.
23 See footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That Omit a 
Fund From a Fund Type24
Independent Auditor’s Report
We have audited the accompanying general-purpose25 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.26 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
The general-purpose financial statements referred to above do not include the 
[identify the omitted fund], which should be included in order to conform with 
accounting principles generally accepted in the United States of America. If  the 
omitted fund27 had been included, the [identify fund type] assets, liabilities, 
revenues, and expenditures would have increased $XXX,XXX, $XXX,XXX, 
$XXX,XXX, and $XXX,XXX, respectively.
In our opinion, except for the effect on the general-purpose financial statements 
of the omission described in the preceding paragraph, the general-purpose 
financial statements referred to above present fairly, in all material respects, 
the financial position of City of Example, Any State, as of June 30, 20X1, and 
the results of its operations and the cash flows of its proprietary fund types and 
nonexpendable trust funds for the year then ended in conformity with account­
ing principles generally accepted in the United States of America.28
[Signature]
[Date]
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24 See footnote 14. The report language in footnote 14 for an adverse opinion should be adapted
for the omission of a fund from a fund type.
25 See footnote 1.
26 See footnote 2.
27 If the amounts applicable to the omitted fund have not been audited, insert the phrase based
on unaudited information.
28 See footnote 3.
AAG-SLG APP A
Illustrative Auditor's Reports 213
Unqualified Opinion on General Fund Financial Statements With an 
Explanatory Paragraph Calling Attention to the Fact That the 
Financial Statements Do Not Represent the Financial Position and 
Results of Operations of the Financial Reporting Entity
Independent Auditor’s Report
We have audited the accompanying financial statements of the general fund of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These financial statements are the responsibility 
of the City of Example’s management. Our responsibility is to express an 
opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.29 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements present only the general fund 
and are not intended to present fairly the financial position and results of 
operations of City of Example, Any State, in conformity with accounting princi­
ples generally accepted in the United States of America.
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of the general fund of City of Example, 
Any State, as of June 30, 20X1, and the results of its operations for the year 
then ended in conformity with accounting principles generally accepted in the 
United States of America.30
[Signature]
[Date]
Example A.8
29 See footnote 2.
30 See footnote 3.
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Example A.9
Unqualified Opinion on an Enterprise Fund's Financial Statements 
With an Explanatory Paragraph Calling Attention to the Fact That 
the Financial Statements Do Not Represent the Financial Position and 
Results of Operations of the Financial Reporting Entity
Independent Auditor’s Report
We have audited the accompanying financial statements of [identify enterprise 
fund] of the City of Example, Any State, as of and for the year ended June 30, 
20X1, as listed in the table of contents. These financial statements are the 
responsibility of the City of Example’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.31 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements present only the [identify 
enterprise fund] and are not intended to present fairly the financial position of 
City of Example, Any State, and the results of its operations and the cash flows 
of its proprietary fund types and nonexpendable trust funds in conformity with 
accounting principles generally accepted in the United States of America.
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of [identify enterprise fund] of City of 
Example, Any State, as of June 30, 20X1, and the results of its operations and 
the cash flows for the year then ended in conformity with accounting principles 
generally accepted in the United States of America.32
[Signature]
[Date]
31 See footnote 2.
32 See footnote 3.
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Unqualified Opinion on General-Purpose Financial Statements 
With an Explanatory Paragraph Calling Attention to a Financial 
Reporting Entity's Ability to Meet its Debts as They Come Due [33- 36]
[Deleted as a result of the issuance of SAS No. 79, Amendment to Statement on 
Auditing Standards No. 58, Reports on Audited Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 508).]
[33-36] [Deleted.]
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Example A.11
Qualified Opinion on General-Purpose Financial Statements That Include 
an Unaudited Organization, Function, or Activity
Independent Auditor’s Report
We have audited the accompanying general-purpose37 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit.
Except as discussed in the following paragraph, we conducted our audit in 
accordance with auditing standards generally accepted in the United States of 
America.38 Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, evi­
dence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial 
statement presentation. We believe that our audit provides a reasonable basis 
for our opinion.
We were unable to obtain the audited financial statements supporting the 
financial activities of the [identify the organization, function, or activity], nor 
were we able to satisfy ourselves as to those financial activities by other 
auditing procedures. Those financial activities are included in the [identify fund 
type, account group, or component unit column(s)] and represent XX percent 
and XX percent of the assets and revenues, respectively, of [identify fund type, 
account group, or component unit column].
In our opinion, except for the effects of such adjustment, if any, as might have 
been determined to be necessary had we been able to obtain the audited 
financial statements of [identify the organization, function, or activity], the 
general-purpose financial statements referred to above present fairly, in all 
material respects, the financial position of City of Example, Any State, as of 
June 30, 20X1, and the results of its operations and the cash flows of its 
proprietary fund types and nonexpendable trust funds for the year then ended 
in conformity with accounting principles generally accepted in the United 
States of America.39
[Signature]
[Date]
37 See footnote 1.
38 See footnote 2.
39 See footnote 3.
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Unqualified Opinion on General-Purpose Financial Statements With 
Reference to an Audit of an Organization, Function, or Activity by 
Other Auditors
Independent Auditor’s Report
We have audited the accompanying general-purpose40 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit. We did not audit the financial statements of [identify organization, 
function, or activity], which represent XX percent and XX percent, respectively, 
of the assets and revenues of the [identify fund type, account group, or compo­
nent unit column(s)]. Those financial statements were audited by other auditors 
whose report thereon has been furnished to us, and our opinion, insofar as it 
relates to the amounts included for [identify organization, function, or activity], 
is based on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.41 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit and the report of other auditors provide a reasonable basis for our opinion.
In our opinion, based on our audit and the report of other auditors, the 
general-purpose financial statements referred to above present fairly, in all 
material respects, the financial position of City of Example, Any State, as of 
June 30, 20X1, and the results of its operations and the cash flows of its 
proprietary fund types and nonexpendable trust funds for the year then ended 
in conformity with accounting principles generally accepted in the United 
States of America.42
[Signature]
[Date]
Example A.12(A)
40 See footnote 1.
41 See footnote 2.
42 See footnote 3.
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Example A. 12(B)
Unqualified Opinion on General-Purpose Financial Statements and 
Combining, Individual Fund, and Account Group Financial Statements 
When One Fund or Component Unit Representing Less Than All of a 
Fund Type Has Been Audited by Other Auditors
Independent Auditor’s Report
We have audited the accompanying general-purpose43 financial statements 
and the combining and individual fund and account group financial statements 
of the City of Example, Any State, as of and for the year ended June 30, 20X1, 
as listed in the table of contents. These financial statements are the responsi­
bility of the City of Example’s management. Our responsibility is to express an 
opinion on these financial statements based on our audit. We did not audit the 
financial statements of the [identify fund or component unit] which statements 
reflect total assets of $XXX,XXX as of June 30, 20X1, and total revenues of 
$XXX,XXX for the year then ended. Those financial statements were audited 
by other auditors whose report has been furnished to us, and our opinion on 
the financial statements, insofar as it relates to the amounts included for the 
[ identify fund or component unit] in the [identify fund type or component unit 
column(s)], is based on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.44 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit and the report of other auditors provide a reasonable basis for our opinion.
In our opinion, based on our audit and the report of other auditors, the 
general-purpose financial statements referred to above present fairly, in all 
material respects, the financial position of City of Example, Any State, as of 
June 30, 20X1, and the results of its operations and the cash flows of its 
proprietary fund types and nonexpendable trust funds for the year then ended 
in conformity with accounting principles generally accepted in the United 
States of America. Also, in our opinion, the combining, individual fund, and 
account group financial statements referred to above (other than the [identify 
fund or component unit], whose financial statements were audited by other 
auditors whose report expressed an unqualified opinion) present fairly, in all 
material respects, the financial position of each of the individual funds and 
account groups of City of Example, Any State, at June 30, 20X1, and the results 
of operations of such funds and the cash flows of individual proprietary fund 
types and nonexpendable trust funds for the year then ended in conformity with 
accounting principles generally accepted in the United States of America.45
[Signature]
[Date]
43 See footnote 1.
44 See footnote 2.
45 See footnote 3.
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Unqualified Opinion on General-Purpose Financial Statements With 
Reference to an Audit of All of a Fund Type by Other Auditors
Independent Auditor’s Report
We have audited the accompanying general-purpose46 financial statements of 
the City of Example, Any State, as of and for the year ended June 30, 20X1, as 
listed in the table of contents. These general-purpose financial statements are 
the responsibility of the City of Example’s management. Our responsibility is 
to express an opinion on these general-purpose financial statements based on 
our audit. We did not audit the financial statements of the [ identify fund type]. 
Those financial statements were audited by other auditors whose report has 
been furnished to us, and our opinion on the general-purpose financial state­
ments, insofar as it relates to the amounts included for the [ identify fund type], 
is based on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.47 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit and the report of other auditors provide a reasonable basis for our opinion.
In our opinion, based on our audit and the report of other auditors, the 
general-purpose financial statements referred to above present fairly, in all 
material respects, the financial position of City of Example, Any State, as of 
June 30, 20X1, and the results of its operations and the cash flows of its 
proprietary fund types and nonexpendable trust funds for the year then ended 
in conformity with accounting principles generally accepted in the United 
States of America.48
[Signature]
[Date]
Example A.13
46 See footnote 1.
47 See footnote 2.
48 See footnote 3.
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Example A.14
Unqualified Opinion on Financial Statements Prepared in Accordance 
With a Comprehensive Basis of Accounting Other Than Generally 
Accepted Accounting Principles
Independent Auditor’s Report
We have audited the accompanying financial statements of the City of Example, 
Any State, as of and for the year ended June 30, 20X1, as listed in the table of 
contents. These financial statements are the responsibility of the City of 
Example’s management. Our responsibility is to express an opinion on these 
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.49 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
As discussed in Note X, City of Example, Any State, prepares its financial 
statements on the cash basis, which is a comprehensive basis of accounting 
other than accounting principles generally accepted in the United States of 
America.
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the cash and unencumbered cash balances of City of Exam­
ple, Any State, as of June 30, 20X1, and the revenues it received and 
expenditures it paid for the year then ended on the basis of accounting 
described in Note X.50, 51
[Signature]
[Date]
49 See footnote 2.
50 If the financial statements are prepared in conformity with the requirements or financial 
reporting provisions of a governmental regulatory agency to whose jurisdiction the entity is subject, 
the opinion paragraph should be followed by a paragraph that restricts the use of the report solely to 
those within the entity and for filing with the regulatory agency. See paragraphs 5f  and 8 of SAS No. 
62, Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 623.05f  and .08).
51 See footnote 3.
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Unqualified Opinion on Financial Statements of a Department 
Constituting Less Than a Fund
Independent Auditor’s Report
We have audited the accompanying financial statements of the Department of 
Example, Any State, as of and for the year ended June 30, 20X1, as listed in 
the table of contents. These financial statements are the responsibility of the 
Department of Example’s management. Our responsibility is to express an 
opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally 
accepted in the United States of America.52 Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our 
audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements of the Department of Example, 
Any State, are intended to present the financial position and results of opera­
tions and the cash flows of proprietary fund types of only that portion of the 
financial reporting entity of the State that is attributable to the transactions 
of the Department.
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of Department of Example, Any State, 
as of June 30, 20X1, and the results of its operations and the cash flows for the 
year then ended in conformity with accounting principles generally accepted in 
the United States of America.53
[Signature]
[Date]
52 See footnote 2.
53 See footnote 3.
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Example A.16
Report on Compliance and on Internal Control Over Financial 
Reporting54 Based on an Audit of Financial Statements Performed 
in Accordance With Government Auditing Standards (No Reportable 
Instances of Noncompliance and No Material Weaknesses 
[No Reportable Conditions Identified])55
We have audited the financial statements of the City of Example, Any State, 
as of and for the year ended June 30, 20X1, and have issued our report thereon 
dated August 15, 20X1.56 We conducted our audit in accordance with auditing 
standards generally accepted in the United States of America and the standards 
applicable to financial audits contained in Government Auditing Stand­
ards,57 issued by the Comptroller General of the United States.
Compliance
As part of obtaining reasonable assurance about whether City of Example’s 
financial statements are free of material misstatement, we performed tests of 
its compliance with certain provisions of laws, regulations, contracts, and 
grants, noncompliance with which could have a direct and material effect on 
the determination of financial statement amounts. However, providing an 
opinion on compliance with those provisions was not an objective of our audit, 
and accordingly, we do not express such an opinion. The results of our tests 
disclosed no instances of noncompliance that are required to be reported under 
Government Auditing Standards.58, 59
Internal Control Over Financial Reporting
In planning and performing our audit, we considered City of Example’s internal 
control over financial reporting in order to determine our auditing procedures 
for the purpose of expressing our opinion on the financial statements and 
not to provide assurance on the internal control over financial reporting. Our
54 See paragraph 4.04 for a description of internal control over financial reporting.
55 The auditor should use the portions of examples A.16 and A.16(A) that apply to a specific 
entity situation. For example, if the auditor will be giving an unqualified opinion on compliance but 
has identified reportable conditions, the compliance section of this report would be used along with 
the internal control section of example A.16(A). Alternatively, if the auditor will be giving a qualified 
opinion on compliance but has not identified reportable conditions, the internal control section of this 
report would be used along with the compliance section of example A.16(A).
56 Describe any departure from the standard report (for example, a qualified opinion, a modifi­
cation as to consistency because of a change in accounting principle, or a reference to the report of 
other auditors).
57 The standards applicable to financial audits include the general, fieldwork, and reporting 
standards described in chapters 3, 4, and 5 of Government Auditing Standards.
58 See paragraphs 5.18 and 5.19 of Government Auditing Standards for the criteria for reporting.
59 If the auditor has issued a separate letter to management to communicate matters that do 
not meet the criteria for reporting in paragraph 5.18 of Government Auditing Standards, this 
paragraph should be modified to include a statement such as the following: “However, we noted 
certain immaterial instances of noncompliance, which we have reported to management of City of 
Example in a separate letter dated August 15, 20X1.” This reference to management is intended to be 
consistent with paragraph 5.20 of Government Auditing Standards which indicates that communica­
tions to “top” management should be referred to.
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consideration of the internal control over financial reporting would not neces­
sarily disclose all matters in the internal control that might be material 
weaknesses. A material weakness is a condition in which the design or opera­
tion of one or more of the internal control components does not reduce to a 
relatively low level the risk that misstatements in amounts that would be 
material in relation to the financial statements being audited may occur and 
not be detected within a timely period by employees in the normal course of 
performing their assigned functions. We noted no matters involving the inter­
nal control over financial reporting and its operation that we consider to be 
material weaknesses.60
This report is intended solely for the information and use of the audit commit­
tee, management, and [specify legislative or regulatory body] and is not in­
tended to be and should not be used by anyone other than these specified 
parties.61
[Signature]
[Date]
60 If the auditor has issued a separate letter to management to communicate other matters
involving the design and operation of the internal control over financial reporting, this paragraph 
should be modified to include a statement such as the following: “However, we noted other matters 
involving the internal control over financial reporting, which we have reported to management of 
City of Example in a separate letter dated August 15, 20X1.” This reference is not intended to 
preclude the auditor from including other matters in the separate letter to management. Further­
more, the reference to management is intended to be consistent with paragraph 5.28 of Government 
Auditing Standards which indicates that communications to “top” management should be referred 
to.
61 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor’s Report (AICPA,
Professional Standards, vol. 1, AU sec. 532). See SAS No. 87 for additional guidance on restricted-use
reports.
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Example A. 16(A)
Report on Compliance and on Internal Control Over Financial 
Reporting62 Based on an Audit of Financial Statements Performed 
in Accordance With Government Auditing Standards (Reportable 
Instances of Noncompliance and Reportable Conditions Identified)63
We have audited the financial statements of the City of Example, Any State, as of 
and for the year ended June 30, 20X1, and have issued our report thereon dated 
August 15, 20X1.64 We conducted our audit in accordance with auditing standards 
generally accepted in the United States of America and the standards applicable 
to financial audits contained in Government Auditing Standards,65 issued by 
the Comptroller General of the United States.
Compliance
As part of obtaining reasonable assurance about whether City of Example’s 
financial statements are free of material misstatement, we performed tests of 
its compliance with certain provisions of laws, regulations, contracts, and 
grants, noncompliance with which could have a direct and material effect on 
the determination of financial statement amounts. However, providing an 
opinion on compliance with those provisions was not an objective of our audit, 
and accordingly, we do not express such an opinion. The results of our tests 
disclosed instances of noncompliance that are required to be reported under 
Government Auditing Standards.66
[Include paragraphs describing the instances of noncompliance noted or refer to 
a separate schedule that includes such information.]67
Internal Control Over Financial Reporting
In planning and performing our audit, we considered City of Example’s internal 
control over financial reporting in order to determine our auditing procedures 
for the purpose of expressing our opinion on the financial statements and not 
to provide assurance on the internal control over financial reporting. However, 
we noted certain matters involving the internal control over financial reporting 
and its operation that we consider to be reportable conditions. Reportable 
conditions involve matters coming to our attention relating to significant 
deficiencies in the design or operation of the internal control over financial 
reporting that, in our judgment, could adversely affect the City of Example’s 
ability to record, process, summarize, and report financial data consistent with 
the assertions of management in the financial statements.
62 See footnote 54.
63 See footnote 55.
64 See footnote 56.
65 See footnote 57.
66 See footnote 58.
67 If the auditor has issued a separate letter to management to communicate matters that do 
not meet the criteria for reporting in paragraph 5.18 of Government Auditing Standards, this 
paragraph should be modified to include a statement such as the following: “We also noted certain 
immaterial instances of noncompliance, which we have reported to management of City of Example 
in a separate letter dated August 15, 20X1.” This reference to management is intended to be 
consistent with chapter 5, paragraph 5.20, of Government Auditing Standards, which indicates that 
communications to “top” management should be referred to.
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[Include paragraphs describing the reportable conditions noted or refer to a 
separate schedule that includes such information.]
A material weakness is a condition in which the design or operation of one or 
more of the internal control components does not reduce to a relatively low level 
the risk that misstatements in amounts that would be material in relation to 
the financial statements being audited may occur and not be detected within a 
timely period by employees in the normal course of performing their assigned 
functions. Our consideration of the internal control over financial reporting 
would not necessarily disclose all matters in the internal control that might be 
reportable conditions and, accordingly, would not necessarily disclose all re­
portable conditions that are also considered to be material weaknesses. How­
ever, we believe that none of the reportable conditions described above is a 
material weakness.68,69
This report is intended solely for the information and use of the audit commit­
tee, management, and [specify legislative or regulatory body] and is not in­
tended to be and should not be used by anyone other than these specified 
parties.70
[Signature]
[Date]
68 If conditions believed to be material weaknesses are disclosed, the report should identify the 
material weaknesses that have come to the auditor’s attention. The last sentence of this paragraph 
should be replaced with language such as the following: “However, we noted certain matters involv­
ing the internal control over financial reporting and its operation that we consider to be material 
weaknesses.” [Include paragraphs describing the material weaknesses noted or refer to a separate 
schedule that includes such information.]
69 If the auditor has issued a separate letter to management to communicate other matters 
involving the design and operation of the internal control over financial reporting, this paragraph
should be modified to include a statement such as the following: “We also noted other matters 
involving the internal control over financial reporting, which we have reported to management of 
City of Example in a separate letter dated August 15, 20X1.” This reference is not intended to 
preclude the auditor from including other matters in the separate letter to management. Further­
more, the reference to management is intended to be consistent with paragraph 5.28 of Government 
Auditing Standards which indicates that communications to “top” management should be referred 
to.
70 See footnote 61.
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Example A.17
Report on Separately Issued Summary Financial Information Prepared 
in Accordance With the Guidance Provided in Paragraph 18.23
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in 
the United States of America, the general-purpose financial statements of [City 
of Example] as of and for the year ended June 30, 20XX (not presented herein), 
and have issued our report thereon dated August 15, 20XX.71
As explained in Note [x], the accompanying summary financial information of 
[City of Example], as of and for the year ended June 30, 20XX, is not a 
presentation in conformity with accounting principles generally accepted in the 
United States of America. In our opinion, however, the accompanying summary 
financial information is fairly stated, in all material respects, in relation to the 
general-purpose financial statements from which it has been derived.
[Signature]
[Date]
71 Describe any departure from the standard report.
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Report on Separately Issued Summary Financial Information Prepared in 
a Manner Inconsistent With the Guidance Provided in Paragraph 18.23
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in 
the United States of America, the general-purpose financial statements of [City 
of Example] as of and for the year ended June 30, 20XX (not presented herein), 
and have issued our report thereon dated August 15, 20XX.72
As explained in Note [x], the accompanying summary financial information of 
[City of Example], as of and for the year ended June 30, 20XX, is not a presenta­
tion in conformity with accounting principles generally accepted in the United 
States of America. Furthermore, the summary financial information has been 
prepared [specify reason(s) for adverse report, for example, using a different 
measurement focus and basis of accounting73 from the general-purpose finan­
cial statements].
In our opinion, because of the significance of [specify reason(s) for adverse report, 
for example, using a different measurement focus and basis of accounting], the 
accompanying summary financial information, as of and for the year ended 
June 30, 20XX, is not fairly stated in relation to the general-purpose financial 
statements.
Example A.18
[Signature]
[Date]
72 Describe any departure from the standard report
73 A different measurement focus and basis of accounting would include changing from a
modified accrual basis of accounting to a cash basis, recording depreciation on general fixed assets
through the operating statement of a governmental fund type, etc.
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Appendix B* 
Financial Reporting Information Systems and 
Controls Forms—Governmental Units1 ,  2
Budgetary Process
.01 This form may be used on any audit engagement of a governmental 
entity when the budgetary process is significant.
.02 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of the budgetary 
process should be sufficient for you to understand—
•  How the budget is developed and adopted.
•  How the approved budget and budgetary amendments are incorpo­
rated into the accounting system and financial statements.
•  How the entity ensures its budgetary process complies with laws and 
regulations.
Interpreting Results
.03 This form documents your understanding of how internal control over 
the budgetary process is designed and whether it has been placed in operation. 
It should help you in planning a primarily substantive approach. In entities 
where a significant amount of information is transmitted, processed, main­
tained, or accessed electronically, just gaining an understanding of internal 
control may not be enough (even in a primarily substantive approach). This is 
especially the case when evidence of an entity’s initiation, recording, or proc­
essing of financial data exists only in electronic form. Because the competence 
of electronic evidence usually depends on the effectiveness of internal control 
over its validity and completeness, an auditor may have to test the internal 
control surrounding that evidence to gather evidence to support an assessed
* Reprinted from the AICPA Audit and Accounting Manual (AAM), section 12,030. New York: 
American Institute of Certified Public Accountants. The AAM contains an entire section devoted to 
state and local governments which includes an illustrative internal controls form, financial reporting 
information systems and controls forms, a computer applications form, illustrative audit programs, 
and other materials.
1 Neither this section nor AAM sections 12,010 or 12,020 specifically address internal control 
considerations for audits conducted in accordance with Government Auditing Standards issued by 
the Comptroller General of the United States. For such considerations, the auditor is advised to see 
AAM section 12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA 
Audit and Accounting Guide Audits of State and Local Governmental Units (Non-GASB 34 Edition) 
(With Conforming Changes as of May 1, 2003), and the AICPA Audit Guide Audits of States, Local 
Governments, and Not-for-Profit Organizations Receiving Federal Awards.
2 The Governmental Accounting Standards Board (GASB) has issued severed pronouncements 
that will make significant changes in how most state and local governmental entities account for and 
report on their transactions and balances in the future. In addition, the AICPA has issued an Audit 
and Accounting Guide Audits of State and Local Governments (GASB 34 Edition), that addresses the 
audits of financial statements prepared in conformity with those GASB pronouncements. See the 
discussion of those GASB pronouncements and that Guide in the headnote in AAM section 12,000. 
This form does not incorporate changes that might be needed as a result of those GASB 
pronouncements or that Guide. Those changes will be incorporated into this form in the future.
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level of control risk below the maximum for affected financial statement 
assertions. In situations where the auditor decides to rely on internal control 
and assess control risk below the maximum for certain assertions (including 
instances where the preponderance of electronic evidence necessitates it), tests 
of controls will need to be designed and then specific controls will need to be 
tested to determine the effectiveness of their design and operation. If you plan 
a lower control risk assessment for certain assertions relating to the budgetary 
process, the following checklist uses the following coding to identify parentheti­
cally after the control the financial statement assertions to which that control 
applies:
E = Existence or occurrence 
C = Completeness 
R = Rights and obligations
V = Valuation or allocation 
P = Presentation and disclosure
.04 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate that the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
.05
Personnel N /A  No Yes
I. Budget Preparation
1. Responsibilities for budget prepara­
tion, adoption, execution, and report­
ing are segregated. (E, C, R, V, P) _________ _____ _____ ____
2. Budgets are prepared for all signifi­
cant activities regardless of whether
mandated by law. (E, C) _________ _____ _____ ____
3. The budgeting system is integrated
with the planning process. _________ _____ _____ ____
4. The budget is prepared in sufficient 
detail to provide a meaningful tool 
with which to monitor subsequent
performance. (E, C, P) _________ _____ _____ ____
5. The type of budgeting performed is 
compatible with the accounting sys­
tem. (E, C, P) _________ _____ _____ ____
6. Interfund and interdepartmental 
transfers are included in the budget.
(E, C, R, P) _________ _____ _____ ____
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7. Procedures have been adopted and 
communicated to establish authority 
and responsibility for transfers be­
tween budget categories. (E, C, R, P)
II. Budget Approval
8. Controls exist to ensure that the origi­
nal budget and any budgetary 
amendments (including supplemen­
tal appropriations and, if required, 
budget transfers) are submitted to the 
governing body for approval. (E, C, R,
V, P)
9. A budget calendar is used for the or­
derly submission and approval of the 
budget. (E, C)
10. Proposed budgets are published and 
subject to public hearings, if required 
by law. (E, P)
11. There is a process to clearly commu­
nicate to operating departments and 
agencies the effects of legislatively 
mandated budget amendments. (E)
III. Budget Accounting and Reporting
12. Estimated revenues and appropria­
tions are recorded in the accounting 
records for later comparison to actual 
amounts realized or incurred. (E, C, R,
V,P)
13. Actual expenditures are compared to 
the budget on a timely basis with rea­
sonable (monthly) frequency. (C, V, P)
14. Reports are discussed with depart­
mental personnel and there are expla­
nations for significant variations from 
the budget. (E, C, R, V, P)
15. Top management and the governing 
body are notified of expenditures in 
excess of appropriations or budgets.
(E, R, V, P)
16. Actual results of operations against 
the budget are published if required 
by law. (E, C, R, V, P)
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End User Computing in the Budgetary Process
.06 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, a clerk prepares a spreadsheet to estimate 
revenues, and the information from the spreadsheet is the source of budgeted 
revenues.
.07 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used in the budgetary 
process to process significant accounting information outside of the data proc­
essing department.
.08 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users to—
•  Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
spreadsheet aggregates appropriations from the budget document for 
entry into the accounting system.
•  Make significant accounting decisions. For example, a spreadsheet is 
used to estimate year-end appropriation surpluses for purposes of 
year-end budget transfers.
•  Accumulate footnote information. For example, a spreadsheet showing 
budget-to-GAAP differences provides information for note disclosure.
.09 In the space provided below, describe how end user computing is used 
in the budgetary process. Describe—
•  The person or department who performs the computing.
•  A general description of the application and its type (for example, 
spreadsheet).
•  The source of the information used in the application.
•  How the results of the application are used in further processing or 
decision making.
AAG-SLG APP B
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Procedures and Controls Over End User Computing
.10 Answer the following questions relating to procedures and controls 
over end user computing related to the budgetary process.
Personnel N/A No Yes
Budgetary Processes
1. End user applications listed in para­
graph .09 of this form have been ade­
quately tested before use.
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness 
checks.
3. Access controls limit access to the end 
user application.
4. A mechanism exists to prevent or de­
tect the use of incorrect versions of 
data files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
Information Processed by Outside Computer Service Organizations
.11 Computer Applications Form—Governmental Units (AAM section
12,020) was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to the budgetary process.
.12 In the space below, describe the budgetary process information proc­
essed by the outside computer service bureau. Discuss—
• The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
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20___ 20___ 20___ 20.
Prepared or updated by:
Reviewed by:
Revenue Cycle—Revenue, Accounts Receivable, and 
Cash Receipts
.13 This form may be used on any audit engagement of a governmental 
entity when the revenue cycle is significant. The revenue cycle is usually 
significant in governmental audit engagements.
.14 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of the revenue 
cycle should be sufficient for you to understand—
• How revenues are assessed and levied.
•  How cash receipts are recorded.
•  How revenues and cash receipts are processed by the accounting system.
•  The accounting records and supporting documents involved in proc­
essing and reporting revenues, accounts receivable, and cash receipts.
•  The processes used to prepare significant accounting estimates and 
disclosures.
Interpreting Results
.15 This form documents your understanding of how internal control over 
the revenue cycle is designed and whether it has been placed in operation. It 
should help you in planning a primarily substantive approach. In entities 
where a significant amount of information is transmitted, processed, main­
tained, or accessed electronically, just gaining an understanding of internal 
control may not be enough (even in a primarily substantive approach). This is 
especially the case when evidence of an entity’s initiation, recording, or proc­
essing of financial data exists only in electronic form. Because the competence 
of electronic evidence usually depends on the effectiveness of internal control 
over its validity and completeness, an auditor may have to test the internal 
control surrounding that evidence to gather evidence to support an assessed 
level of control risk below the maximum for affected financial statement 
assertions. In situations where the auditor decides to rely on internal control 
and assess control risk below the maximum for certain assertions (including 
instances where the preponderance of electronic evidence necessitates it), tests 
of controls will need to be designed and then specific controls will need to be 
tested to determine the effectiveness of their design and operation. If you plan 
a lower control risk assessment for certain assertions relating to the revenue 
cycle, the following checklist uses the following coding to identify parenthetically 
sifter the control the financial statement assertions to which that control applies:
E = Existence or occurrence
C = Completeness
R = Rights and obligations
V = Valuation or allocation
P = Presentation and disclosure
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.16 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate th a t the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
.17
Personnel N/A No Yes
I. Revenue and Accounts Receivable3
A. General
1. Tax, fee, and service rates are author­
ized and periodically reviewed by the 
governing board. (E, R, V)
2. Procedures exist for the timely billing 
of amounts due. (E, C, R, V)
3. Updated records are used as the basis 
for billing persons subject to pay­
ment. (E, C, R, V)
4. Procedures exist to providing reason­
able assurance that interest and pen­
alties are p roperly  charged on 
delinquent receivables. (E, C, R, V)
5. Procedures exist to timely notify the 
accounting department when billings 
are prepared and mailed. (E, C, R, V)
6. Procedures exist to prevent the inter­
ception or alteration by unauthorized 
persons of billings or statements after 
preparation but before mailing. (E, C,
R, V)
7. An individual independent of receiv­
ables record keeping promptly inves­
tigate disputes with billing amounts 
that are reported by taxpayers or 
service recipients. (E, C, R, V)
8. Delinquent accounts are reviewed 
and considered for charge-off on a 
timely basis. (E, R, V)
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Personnel N/A No Yes
9. Write-offs or other reductions of re­
ceivables are formally approved by 
senior personnel not involved in the 
collection function. (E, R, V)
10. Procedures exist to use all legal reme­
dies to collect delinquent, charged-off, 
or uncollectible accounts. (E, C, R, V)
11. Aged accounts receivable balances 
are periodically reviewed by supervi­
sory personnel. (E, C, R, V)
12. Controls exist that provide assurance 
that individual receivable records are 
posted only from authorized source 
documents. (E, C, R, V)
13. Aggregate collections on accounts re­
ceivable are reconciled against post­
ings to individual receivable 
accounts. (E, R, V)
14. Trial balances of individual receiv­
able accounts are prepared on a 
timely basis. (R, V)
15. Trial balances are reconciled with 
general ledger control accounts and 
reconciling items are investigated by 
someone other than accounts receiv­
able clerks. (E, C, R, V)
16. The responsibility of billing revenues 
is segregated from collection and ac­
counting. (E, C, R, V)
17. The responsibility for maintaining de­
tail accounts receivable records is seg­
regated from collections and general 
ledger posting. (E, C, R, V)
18. Current year revenues are compared 
to prior-year revenues and current- 
year estimates and senior officials re­
view explanations of variations. (E, C,
R,V)
19. Revenues collected for the entity by 
another government (or other collec­
tion agent) are monitored to assure 
timely receipt, and the amounts re­
ceived are reviewed for reasonable­
ness. (E, C, R, V)
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20. Amounts collected by the entity for 
other governments are segregated 
and remitted on a timely basis. (E, C,
R, V)
B. Taxes
21. Controls exist to ensure that all tax­
able property is assessed and billed.
(E, C, R, V)
22. Controls exist to ensure that addi­
tions, deletions, transfers, and abate­
ments are properly and timely 
reflected in property tax records. (E,
C, R, V)
23. Procedures exist to make property as­
sessments in accordance with the law 
or legislative intent with prompt ad­
justment of records. (E, C, R, V)
24. Controls exist to ensure that tax bills 
are accurate and that special charges 
are considered in preparing tax bills.
(E, C, R, V)
25. Property tax assessment rolls are 
maintained by personnel not engaged 
in any accounting or collection func­
tion. (E, C, R, V)
26. Procedures exist providing for the 
timely filing of liens on property for 
nonpayment in all cases permitted by 
law. (C, R)
27. Controls exist to recognize property 
tax receivables and revenues in the 
proper period in conformity with 
generally accepted accounting princi­
ples based on the entity's enforceable 
legal claim to the amounts, time re­
quirements, and resource "availabil­
ity," as appropriate. (P)
28. Self-assessed tax returns are cross-ref­
erenced against a database of pre­
vious taxpayers. (C)
29. Self-assessed tax returns are reviewed 
for mathematical accuracy. (E, C, R, V)
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30. Self-assessed tax refund claims are re­
viewed and approved. (E, C, R, V)
31. Self-assessed tax returns are audited 
to provide reasonable assurance that 
taxable transactions are properly re­
ported. (E, C, R, V)
32. Controls exist to recognize self­
assessed tax receivables and revenues 
in the proper period in conformity 
with generally accepted accounting 
principles based on when the under­
lying exchange transaction occurs 
and resource "availability," as appro­
priate. (P)
33. Records are organized and integrated 
in such a fashion that probable tax­
payers are identified as a result of 
reporting of other governmental ac­
tivities, such as licensing. (C)
34. Controls exist to ensure that tax ex­
emptions are within the law and 
properly approved. (E, C, R, V)
35. Tax exemption and relief programs are 
periodically reviewed and approved 
by the governing board. (C, R, V)
C. Usage Fees and Service Charges
36. Controls ensure that the customer da­
tabase and usage records are accu­
rately maintained so that all amounts 
due are billed. (E, C, R, V)
37. If billing is based on usage, service 
readings are performed in a timely 
fashion. (E, C, R)
38. Assignments of meter readers are pe­
riodically rotated. (E, C, R)
39. Procedures exist to identify and inves­
tigate unusual patterns of use. (E, C)
40. There are controls for extending 
credit to customers, such as a written 
policy and supervisory review of such 
situations. (R, V)
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D. Fines and License Fees
41. Records of payments due are main­
tained and used as a basis for collec­
tions. (E, C, R, V)
42. Controls exist surrounding the issu­
ance and disposition of traffic viola­
tions to ensure that amounts due are 
assessed and collected. (E, C, R, V)
43. Procedures exist correlate amounts 
collected with records of court pro­
ceedings. (E, C, R, V)
44. Tickets for fines, arrests, and so forth 
are sequentially numbered and satis­
factorily accounted for. (E, C)
45. Licenses are sequentially numbered 
and satisfactorily accounted for. (E, C)
46. If annual payments are involved, pro­
cedures exist to ensure that previous 
years' records are properly updated 
for new registrants and withdrawals.
(E, C, R)
47. Controls exist to recognize fine and 
fee receivables and revenues in the 
proper period in conformity with 
generally accepted accounting princi­
ples based on the underlying ex­
change, the entity's enforceable legal 
claim to the amounts, time require­
ments, and resource "availability," as 
appropriate. (P)
II. Cash Receipts
1. A restrictive endorsement is placed on 
each incoming check upon receipt. (C)
2. Facilities exist for protecting undepo­
sited cash receipts. (C)
3. Receipts are accounted for and bal­
anced to reported collections on a 
daily basis. (E, C, V)
4. Receipts are deposited intact and on a 
timely basis (preferably daily). (C)
5. Cash receipts are deposited in sepa­
rate bank accounts when required. (E,
C, R)
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Personnel N/A No Yes
6. Reported collections are compared on 
a test basis to bank statements to ver­
ify that deposits are accurate and 
timely. (E, C, R, V)
7. Personnel who handle cash receipts 
are adequately bonded. (E, C, R)
8. Local office accounts used for branch 
office collections are subject to with­
drawal only by the home office. (C)
9. Procedures exist that provide for 
timely and direct notification of the 
accounting department of collection 
activities. (E, C, R, V)
10. If payments are made in person, re­
ceipts for payment are used and ac­
counted for and balanced to 
collections. (E, C, R, V)
11. If checks received are forwarded to be 
used as posting media to taxpayers' or 
customers' accounts, controls exist to 
ensure that checks are returned 
promptly for deposit. (C)
12. "Not sufficient funds" checks are de­
livered to someone independent of 
processing and recording of cash re­
ceipts. (E, C, R, V)
13. Procedures exist for followup of "not 
sufficient funds" checks. (E, C, R, V)
14. Timely bank reconciliations are pre­
pared and reviewed by someone in­
dependent of the cash receipts 
function. (E, C, R, V)
15. Controls exist over the collection, 
timely deposit, and recording of col­
lections in the accounting records in 
each collection location. (E, C, R, V)
16. The responsibility for collecting, con­
trolling, and depositing funds is seg­
regated from maintaining accounting 
records. (E, C, R, V)
17. Responsibilities for cash receipts are 
segregated from those for cash dis­
bursements. (E, C, R)
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End User Computing in the Revenue Cycle
.18 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, an accounting clerk updates a database that 
calculates early payment discounts to taxpayers, and that calculation is the 
source of a journal entry.
.19 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used in the revenue 
cycle to process significant accounting information outside of the data process­
ing department.
.20 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users 
to—
•  Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
spreadsheet accumulates invoices to customers for batch processing.
•  Make significant accounting decisions. For example, a spreadsheet 
ages accounts receivable and helps in determining write-offs.
•  Accumulate footnote information. For example, a database of property 
tax levies and collections provides information for note disclosure.
.21 In the space provided below, describe how end user computing is used 
in the revenue cycle. Describe—
•  The person or department who performs the computing.
•  A general description of the application and its type (for example, 
spreadsheet).
•  The source of the information used in the application.
•  How the results of the application are used in further processing or 
decision making.
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Procedures and Controls Over End User Computing
.22 Answer the following questions relating to procedures and controls 
over end user computing related to the revenue cycle.
Personnel N/A No Yes
Revenue Cycle
1. End user applications listed in para­
graph .21 of this form have been ade­
quately tested before use.
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness 
checks.
3. Access controls limit access to the end 
user application.
4. A mechanism exists to prevent or detect 
the use of incorrect versions of data 
files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
Information Processed by Outside Computer Service 
Organizations
.23 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to the revenue cycle.
.24 In the space below, describe the revenue cycle information processed 
by the outside computer service bureau. Discuss—
• The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
AAG-SLG APP B
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Prepared or updated by: _________  _________  _________  _____
Reviewed by: _________  _____
Purchasing Cycle—Expenditures/Expenses, Payables, 
and Cash Disbursements
.25 This form may be used on any audit engagement of a governmental 
entity when the purchasing cycle is significant. The purchasing cycle is usually 
significant in governmental audit engagements.
.26 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of the purchasing 
cycle should be sufficient for you to understand—
• How purchases are initiated and goods are received.
•  How cash disbursements are recorded.
•  How purchases and cash disbursements are processed by the account­
ing system.
•  The accounting records and supporting documents involved in 
processing and reporting purchases, accounts payable, and cash dis­
bursements.
•  How the entity controls compliance with budgetary and grant 
requirements.
•  The processes used to prepare significant accounting estimates and 
disclosures.
Interpreting Results
.27 This form documents your understanding of how internal control over 
the purchasing cycle is designed and whether it has been placed in operation. 
It should help you in planning a primarily substantive approach. In entities 
where a significant amount of information is transmitted, processed, main­
tained, or accessed electronically, just gaining an understanding of internal 
control may not be enough (even in a primarily substantive approach). This is 
especially the case when evidence of an entity’s initiation, recording, or proc­
essing of financial data exists only in electronic form. Because the competence 
of electronic evidence usually depends on the effectiveness of internal control 
over its validity and completeness, an auditor may have to test the internal 
control surrounding that evidence to gather evidence to support an assessed 
level of control risk below the maximum for affected financial statement 
assertions. In situations where the auditor decides to rely on internal control 
and assess control risk below the maximum for certain assertions (including 
instances where the preponderance of electronic evidence necessitates it), tests 
of controls will need to be designed and then specific controls will need to be 
tested to determine the effectiveness of their design and operation. If you plan 
a lower control risk assessment for certain assertions relating to the purchas­
ing cycle, the following checklist uses the following coding to identify paren­
thetically after the control the financial statement assertions to which that 
control applies:
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E = Existence or occurrence 
C = Completeness 
R = Rights and obligations
V = Valuation or allocation 
P = Presentation and disclosure
.28 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate that the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
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Personnel N/A No Yes
I. Purchases and Accounts Payable
A. Initiating Purchases and Receipts 
of Goods
1. Access to the master vendor file is 
limited to employees authorized to 
make changes. (E, C)
2. Responsibilities for the requisitioning 
and receiving functions are segre­
gated from the purchasing, invoice 
processing, accounts payable, and 
general ledger functions. (E, C)
3. Purchasing authorizations are struc­
tured to give appropriate recognition 
to the nature and size of purchases 
and the experience of the purchasing 
personnel. (E, C)
4. If practical, contract or purchasing of­
ficer's areas of responsibility are ro­
tated on a regular basis. (E, C)
5. A qualified employee or independent 
firm is engaged to inspect and monitor 
technically complex projects. (E, C, V)
6. Approval procedures exist for purchase 
order and contract issuance. (E, C)
7. Purchase requisitions are pre-num­
bered and those numbers are control­
led. (E,C)
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8. Purchases of goods and services are 
initiated by properly authorized 
requisitions bearing the approval of 
officials designated to authorize req­
uisitions. (E, C)
9. The appropriation to be charged is 
indicated on the purchase requisition 
by the person requesting the pur­
chase. (E, C, P)
10. Before commitment, unobligated 
funds remaining under the appro­
priation are verified by the account­
ing or budget department as 
sufficient to meet the proposed ex­
penditure. (P)
11. Procedures exist to ensure that funds 
received are spent in accordance with 
legal requirements and spending re­
strictions. (C, P)
12. Encumbrance (obligation) entries are 
recorded only on the basis of ap­
proved purchase orders. (E, P)
13. Competitive bidding procedures are 
used. (V)
14. Price lists and other appropriate re­
cords of price quotations are main­
tained by the purchasing department.
(V)
15. Requests for special purpose (non­
shelf items) materials or personal 
services are accompanied by technical 
specifications. (E, V)
16. Procedures exist for public advertise­
ment of procurements in accordance 
with legal requirements. (E, V)
17. Provisions in contracts for materials, 
services, or facilities acquired on 
other than a fixed price basis provide 
for an audit of contractors' costs, 
with payments subject to audit results.
(E, V)
18. The right to audit contractor records 
during project performance is exer­
cised. (E, V)
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19. Predetermined selection criteria exist 
for awarding personal service con­
tracts and adequate documentation of 
the award process is required. (E)
20. Purchase orders and contracts are is­
sued under numerical or some other 
suitable control. (E, C)
21. Splitting orders to avoid higher levels 
of approval is prohibited. (P)
22. Purchases made for the accommoda­
tion of employees are prohibited or 
adequately controlled. (E, V)
23. Changes to contracts or purchase or­
ders are subjected to the same con­
trols and approvals as the original 
agreement. (E, C, V)
24. Controls exist to notify department 
heads of payments made against en­
cumbrances (obligations). (E, V, P)
25. An adequate record of open purchase 
orders and purchase agreements is 
maintained to ensure knowledge of 
outstanding commitments. (E, C, R,
V,P)
26. Trial balances of reserves for encum­
brances (obligations) are prepared on 
a regular basis. (E, V, P)
27. Receiving reports are prepared for all 
purchased goods. (E, C)
28. Someone other than the individual 
that approves payments verifies that 
goods and services have been re­
ceived, prices are as ordered, and the 
goods and services meet quality 
standards. (E, C, R, V)
29. Receiving reports are numerically 
accounted for or otherwise controlled 
to ensure that all receipts are reported 
to the accounting department. (E, C,
R, V)
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30. Copies of receiving reports are sent 
directly to purchasing, accounting, 
and, if appropriate, inventory record 
keeping. (E, C, R, V)
31. There are controls to record and follow 
up on partial deliveries. (E, C, R, V)
32. Controls exist for filing claims against 
carriers or vendors for shortages or 
damaged materials. (E, R, V)
33. The accounting and purchasing de­
partments are promptly notified of 
returned purchases, and such pur­
chases are correlated with vendor 
credit advices. (E, R, V)
34. A permanent record of material re­
ceived is maintained. (E, C, R, V)
B. Processing Purchases
35. Responsibilities for the invoice proc­
essing and accounts payable func­
tions are segregated from those for 
recording cash disbursements and 
general ledger entries. (E, C, R, V, P)
36. All invoices are received from ven­
dors in a central location, such as the 
accounting department. (E, C)
37. Invoice processing controls provide 
for—
a. Obtaining copies of purchase or­
ders and receiving reports directly 
from issuing departments. (E, C)
b. Comparing invoice quantities, 
prices, and terms with those in­
dicated on the purchase order. (E,
C, V)
c. Comparing invoice quantities 
with those indicated on the re­
ceiving reports. (E, C, V)
d. Checking the accuracy of calcula­
tions. (V)
38. A senior employee reviews and ap­
proves invoices by checking the cleri­
cal accuracy and examining the 
supporting documentation. (E, C, V)
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39. Differences in invoice and purchase 
order prices, terms, shipping arrange­
ments, and quantities are referred to 
purchasing for review and approval.
(E, C, V)
40. If an invoice is received from a sup­
plier not previously dealt with, steps 
are taken to ascertain that the supplier 
actually exists. (E)
41. Controls exist for submission and 
approval of reimbursements to em­
ployees for travel and other expenses.
(E, V)
42. Controls exist for processing invoices 
not involving materials or supplies 
(for example, lease or rental payments 
and utility bills). (E, C)
43. Control is established by the account­
ing department over invoices re­
ceived before releasing them for 
departmental approval and other 
processing. (E, C, V)
44. Controls exist ensuring accurate ac­
count distribution of all entries result­
ing from invoice processing. (E, V, P)
45. Entries are posted to the accounting 
system on a timely basis. (E, C, R, V, P)
46. Responsibility is fixed for seeing that 
all cash discounts are taken and, if 
applicable, that exemptions from 
sales, federal excise, and other taxes 
are claimed. (V)
47. Statements from vendors are com­
pared on a regular basis with re­
corded amounts payable. (E, C, V)
48. Responsibilities for the disbursement 
approval function are segregated from 
those for the disbursement prepara­
tion function. (E, C, V)
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49. Controls exist ensuring that the ac­
counts payable system is properly ac­
counting for unmatched receiving 
reports and invoices. (E, C, R, V)
50. The accounting department main­
tains a current list of those authorized 
to approve expenditures. (E)
51. The program and expenditure ac­
count to be charged is reviewed for 
propriety and budget conformity. (P)
52. Procedures exist to ensure adjustment 
of the reserve for encumbrances (ob­
ligations) when invoices are prepared 
for payment. (E, V, P)
53. Controls exist ensuring that depart­
ment heads are notified of payments 
made against accounts payable and 
encumbrances (obligations). (E, V, P)
54. Transactions between funds are 
posted in all affected funds in the 
same accounting period and on a 
timely basis. (E, C, R, V, P)
55. Trial balances of accounts payable are 
prepared on a regular basis. (C, R, V, P)
56. Trial balances of accounts payable are 
checked and traced to the individual 
items as well as compared in total to 
the general ledger balance by an em­
ployee other than the accounts pay­
able clerk. (E, C, R, V, P)
II. Cash Disbursements
1. Procedures exist for disbursement 
approval and warrant or check- 
signing. (E, C, V)
2. Responsibilities for the disbursement 
approval function are segregated from 
those for the disbursement, voucher 
preparation, and purchasing func­
tions. (E, C, V)
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3. Responsibilities for entries in the cash 
disbursement records are segregated 
from those for general ledger entries.
(E, C, V)
4. Controls are maintained over the sup­
ply of unused and voided warrants or 
checks. (E, C)
5. Original invoices and supporting 
documents are furnished to the signer 
prior to signing the warrant or check.
(E, C, V)
6. Warrants or checks are cross-refer­
enced to invoices. (E, V)
7. Invoices and supporting documents 
are canceled by or in the presence of 
the check signer at the time of signing.
(E, V)
8. Controls exist to ensure that warrants 
or checks that have been signed and 
issued are recorded promptly. (E, C,
R, V, P)
9. The drawing of warrants or checks to 
cash or bearer is prohibited. (E)
10. Control exists over warrant or check- 
signing machines as to signature 
plates and usage. (E)
11. The check-signing machine is read by 
the signer or an appropriate designee 
to ascertain that all checks or warrants 
signed are properly accounted for by 
comparison to document control to­
tals. (E)
12. Reasonable limits are set on amounts 
that can be paid by a check-signing 
machine. (E)
13. Two signatures are required on 
warrants or checks over a stated 
amount. (E)
14. Signed warrants or checks are de­
livered directly to the mailroom mak­
ing them inaccessible to persons who 
requested, prepared, or recorded 
them. (E)
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15. Controls exist to notify banks when a 
new signer is authorized or a previous 
signer leaves the employ of the gov­
ernment or is otherwise no longer 
authorized to sign. (E)
16. Responsibilities for entries in the cash 
disbursement records are segregated 
from those for general ledger entries.
(E, C, R, V, P)
III. Grants Received and Made4
1. Grant disbursements are processed 
under the same degree of controls ap­
plicable to the organization's other 
transactions (budget, procurement, 
and so forth). (E, C, R, V, P)
2. Procedures are modified when funds 
are disbursed under grant or loan 
agreements and related regulations 
impose requirements that differ from 
the entity's normal policies. (E, C, P)
3. Controls are established to ensure 
that costs charged to grants are in 
compliance with grant agreements.
(E, C, P)
4. There a system for obtaining grantor 
approval before incurring expendi­
tures in excess of budgeted amounts 
or for unbudgeted expenditures. (E,
C, P)
5. Procedures exist to identify, before or­
der entry, costs and expenditures that 
are not allowable under grant pro­
grams. (E, C, P)
6. If an indirect cost allocation plan is 
established, it has been developed in 
accordance with grantor require­
ments and approved as required by 
the grantor. (E, C, V, P)
4 This section need not be completed if  the auditor is conducting an audit in accordance with the 
provisions o f OMB Circular A-133, A u d its  o f  S tates, Local Governments, an d  N on-Profit 
Organizations, concurrently with the financial statement audit, and the scope of that A-133 audit is 
sufficient to provide reasonable assurance concerning the en tity ’s compliance with grant 
requirements that have a direct and material effect on financial statement amounts. See instead 
AAM section 12,040.
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7. Grant activity is accounted for so that 
it can be separated from the account­
ing for locally funded activities. (E, C,
V, P)
8. Procedures and controls exist to 
monitor compliance with grant re­
quirements. (E, C, P)
9. The level of authority for approving 
grants and subgrants appears appro­
priate. (E, C, P)
10. Controls exist to ensure that statistics 
or data used to allocate grant or sub­
grant funds to recipients are accu­
rately accumulated (for example, 
census bureau forms). (E, C, V, P)
11. Compliance requirements are defined 
(for example, regulations) and com­
municated to recipients. (C, P)
12. The responsibility for monitoring re­
cipient activities is properly fixed. (C, P)
13. Grant and subgrant activity is moni­
tored from a centralized location. (E,
C, R)
14. Grant and subgrant payments are dis­
bursed only on the basis of approved 
applications. (E, C, V)
15. Funds are disbursed to recipients 
only on an as needed basis. (C, P)
  16. Procedures exist to monitor recipient 
compliance with grant terms. (C, P)
17. Recipients are subject to periodic and 
timely audits. (E, C, R, V, P)
18. Recipients are required to correct pre­
viously detected deficiencies before a 
grant or subgrant is extended or re­
newed. (E, R, P)
19. Recipients are required to file state­
ments of compliance with entitlement 
conditions and a responsible official 
reviews them. (C, P)
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20. Audited financial statements and 
other reports from recipients are re­
viewed on a timely basis and unusual 
items are investigated. (E, C, R, V, P)
21. Audits of contractors cover compli­
ance with regulations (such as the 
Equal Employment Opportunity and 
Davis-Bacon Acts) and contract 
terms, in addition to costs. (E, C, R, V,
P)
22. Controls exist to recognize grant re­
ceivables, revenues, expenditures/ 
expenses, and payables in the proper 
period in conformity with generally 
accepted accounting principles based 
on the underlying exchange, the re­
ceipt of the resources, the entity's en­
forceable legal claim to the amounts, 
time requirements, and resource 
"availability," as appropriate. (P)
End User Computing in the Purchasing Cycle
.30 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, an accounting clerk prepares a spreadsheet 
that calculates the difference between lease expenditures and cash disburse­
ments for leases, and that difference is the source of a journal entry.
.31 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used in the purchasing 
cycle to process significant accounting information outside of the data process­
ing department.
.32 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users 
to—
•  Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
database calculates the cash disbursement for lease payments based 
on the provisions of the lease agreement.
•  Make significant accounting decisions. For example, a spreadsheet 
calculates the journal entry to be made for lease expenditures based 
on generally accepted accounting principles.
•  Accumulate footnote information. For example, a database of lease 
obligations provides information for note disclosure.
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.33 In the space provided below, describe how end user computing is used 
in the purchasing cycle. Describe—
• The person or department who performs the computing.
• A general description of the application and its type (for example, 
spreadsheet).
• The source of the information used in the application.
• How the results of the application are used in further processing or 
decision making.
Procedures and Controls Over End User Computing
.34 Answer the following questions relating to procedures and controls 
over end user computing related to the purchasing cycle.
Personnel N/A No Yes
Purchasing Cycle
1. End user applications listed in para­
graph .33 of this form have been ade­
quately tested before use. ________  ____  ____  ____
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness
checks. ________  ____  ____  ____
3. Access controls limit access to the end 
user application.
4. A mechanism exists to prevent or de­
tect the use of incorrect versions of 
data files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
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Information Processed by Outside Computer 
Service Organizations
.35 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to the purchasing cycle.
.36 In the space below, describe the purchasing cycle information proc­
essed by the outside computer service bureau. Discuss—
•  The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
20____ 20____ 20____ 20.
Prepared or updated by: _________  _________  _____
Reviewed by:
Cash and Investments5
.37 This form may be used on any audit engagement of a governmental 
entity when cash and investment balances or transactions are significant.
5 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in 
Securities (AU section 332), provides guidance in planning and performing auditing procedures for 
assertions about those items. SAS No. 92 explains that the auditor may need special skill or 
knowledge to plan and perform auditing procedures for certain assertions about derivatives and 
securities. It also provides guidance on obtaining an understanding of internal control, assessing 
inherent and control risk, and designing substantive procedures. The AICPA Audit Guide Auditing 
Derivative Instruments, Hedging Activities, and Investments in Securities (product number 012520), 
is an essential companion guide to SAS No. 92. The guide provides practical guidance and case 
studies for implementing SAS No. 92. To order the guide call the AICPA Order Department at 
888-777-7077.
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.38 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of cash and invest­
ments should be sufficient for you to understand—
• How the entity ensures compliance with legal and contractual require­
ments over cash and investment transactions.
•  How cash accounts are managed and reconciled.
•  How investment decisions are authorized and initiated.
•  How investment transactions are processed by the accounting system.
•  The accounting records and supporting documents involved in the 
processing and reporting of investments.
•  The processes used to prepare financial statement disclosures and 
presentations relating to cash and investments.
Interpreting Results
.39 This form documents your understanding of how internal control over 
cash and investments is designed and whether it has been placed in operation. 
It should help you in planning a primarily substantive approach. In entities 
where a significant amount of information is transmitted, processed, main­
tained, or accessed electronically, just gaining an understanding of internal 
control may not be enough (even in a primarily substantive approach). This is 
especially the case when evidence of an entity’s initiation, recording, or proc­
essing of financial data exists only in electronic form. Because the competence 
of electronic evidence usually depends on the effectiveness of internal control 
over its validity and completeness, an auditor may have to test the internal 
control surrounding that evidence to gather evidence to support an assessed 
level of control risk below the maximum for affected financial statement 
assertions. In situations where the auditor decides to rely on internal control 
and assess control risk below the maximum for certain assertions (including 
instances where the preponderance of electronic evidence necessitates it), tests 
of controls will need to be designed and then specific controls will need to be 
tested to determine the effectiveness of their design and operation. If you plan 
a lower control risk assessment for certain assertions relating to cash and 
investments, the following checklist uses the following coding to identify 
parenthetically after the control the financial statement assertions to which 
that control applies:
E = Existence or occurrence
C = Completeness
R = Rights and obligations
V = Valuation or allocation
P = Presentation and disclosure
.40 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate that the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
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.41
I. Cash and Investments
1. Controls exist to ensure that cash and 
investment transactions are recorded 
on a timely basis. (E, C, R, V)
2. Procedures exist for reconciling de­
tailed cash and investment account­
ing records with the general ledger. 
(E, C, R, V)
3. Individuals with access to cash ac­
counts and investments are bonded. 
(C, R, V)
4. There is adequate control over the al­
location among funds of pooled cash 
and investments. (R, P)
II. Cash
1. Bank accounts are properly author­
ized. (C)
2. Depositories are periodically reviewed 
and formally reauthorized. (C)
3. Procedures exist to review bank bal­
ances for appropriate insurance and 
collateral on a periodic basis. (R, P)
4. Procedures exist for authorizing and 
recording interbank transfers and for 
providing for proper accounting for 
those transactions. (E, C, R, V, P)
5. Responsibilities for preparing and ap­
proving bank account reconciliations 
are segregated from those for other 
cash receipt or disbursement func­
tions. (E, C, V)
6. Bank statements and paid warrants or 
checks are delivered in unopened en­
velopes directly to the employee pre­
paring the reconciliation. (E, C, V)
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7. Procedures exist for steps essential to 
an effective bank statement reconcili­
ation, particularly—
a. Comparison of warrants or 
checks in appropriate detail with 
disbursement records. (C, V)
b. Examination of signature and en­
dorsements, at least on a test ba­
sis. (E, R)
c. Accounting for numerical se­
quence of warrants or checks 
used. (C)
d. Comparison of book balances 
used in reconciliations with gen­
eral ledger accounts. (E, C, V)
e. Comparison of deposit amounts 
and dates with cash receipt en­
tries. (C, V)
f . Footing of cash books. (C, V)
8. All reconciliations and investigations 
of unusual reconciling items are re­
viewed and approved (by signa­
ture) by an official who is not 
responsible for receipts and disburse­
ments. (E, C, R, V)
9. Checks outstanding for a consider­
able time periodically are reviewed 
for propriety. (E)
10. Cancelled checks are subject to appro­
priate escheat procedures. (R, P)
11. Controls and physical safeguards exist 
surrounding petty cash funds. (E, C)
III. Investments
1. Investment policies are formally es­
tablished and periodically reviewed.
(R, P)
2. Procedures are adequate to ensure 
that only investments that are permit­
ted by law are acquired. (R, P)
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3. The entity's investment program is 
integrated with its cash management 
program and expenditure require­
ments. (E, C, V)
4. Authority and responsibility has been 
established for investment opportu­
nity evaluation and purchase. (E, V)
5. Procedures have been established 
governing the level and nature of ap­
provals required to purchase or sell 
investments. (E, V)
6. Competitive bids are sought for in­
vestment purchases. (E, V)
7. Responsibilities for initiating, eval­
uating, and approving investment 
transactions are segregated from 
those for detail accounting, general 
ledger, and other related functions.
(E, C, R, V, P)
8. Responsibilities for initiating invest­
ment transactions are segregated 
from those for final approvals that 
commit government resources. (E)
9. Adequate physical safeguards and 
custodial procedures exist over—
a. Negotiable and nonnegotiable se­
curities owned. (E, C, R)
b. Legal documents or agreements 
evidencing ownership or other 
rights. (E, C, R)
10. Dual signatures or authorizations are 
required to obtain the release of secu­
rities from safekeeping or to obtain 
access to the entity's safe deposit box.
(E, C, R)
11. Persons with access to securities are 
authorized by the governing board.
(E, C, R)
12. Custodial responsibilities for securi­
ties and other documents evidencing 
ownership or other rights are as­
signed to an official who has no ac­
counting duties. (E, C, R)
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13. All securities are registered or held in 
the name of the entity. (E, R)
14. Securities are periodically inspected 
or co n firm ed  w ith  sa fek ee p in g  
agents. (E, C, R)
15. Periodic comparisons are made be­
tw e en  in co m e rece iv ed  and the  
amount specified by the terms of the 
security or publicly available invest­
ment information. (E, C, V)
16. Responsibilities for monitoring in­
vestment fair values and performance 
are segregated from those for invest­
ment acquisition. (R, V)
17. The performance of the investment 
portfolio is periodically evaluated by 
persons independent of the invest­
m ent portfolio management activi­
ties. (E, C, R, V)
18. Detailed accounting records are main­
tained for investments. (E, C, R, V, P)
19. Responsibilities for maintaining de­
tail investm ent accounting records 
are segregated from those for general 
ledger entries. (E, C, R, V, P)
20. Detailed accounting records for in­
vestments are periodically agreed (or 
reconciled) to the general ledger re­
cords and that agreem ent/reconcili­
a t io n  is  r e v ie w e d  b y  a p erso n  
independent of the investment man­
agement and accounting functions.
(E, C , R, V ,  P)
21. Procedures exist to ensure that trans­
actions arising from investments are 
properly processed, including in­
come and amortization entries. (E, C,
R, V, P)
22. Controls exist to ensure that invest­
ment earnings are credited to the ap­
propriate fund. (E, C, R, V, P)
23. Appropriate procedures exist to de­
termine the fair value of investments 
(including, if deemed necessary, con­
firmation of those fair values with a 
second source). (V)
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24. Controls exist to review investments 
carried at cost-based measures for 
other-than-temporary declines and to 
appropriately write down the values 
of those investments. (V)
25. Management periodically reviews 
the fair values of investments. (V)
26. The entity has an established policy 
for reporting investments as cash and 
cash equivalents. (P)
End User Computing for Cash and Investments
.42 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, an accounting clerk prepares a spreadsheet 
that calculates the journal entry to amortize purchased discounts and premi­
ums for investments that are reported using cost-based measures.
.43 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used for cash and 
investments to process significant accounting information outside of the data 
processing department.
.44 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users 
to—
•  Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
spreadsheet calculates the daily investment purchases and sales for a 
single journal entry into the general ledger.
•  Make significant accounting decisions. For example, a spreadsheet 
calculates the journal entry to amortize purchased discounts and 
premiums for investments that are reported using cost-based measures.
•  Accumulate footnote information. For example, a database of insur­
ance and collateral on depository accounts provides information for 
note disclosure.
.45 In the space provided below, describe how end user computing is used 
in the purchasing cycle. Describe—
• The person or department who performs the computing.
•  A general description of the application and its type (for example, 
spreadsheet).
•  The source of the information used in the application.
•  How the results of the application are used in further processing or 
decision making.
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Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls 
over end user computing related to cash and investments.
Personnel N/A No Yes
Cash and Investments
1. End user applications listed in para­
graph .45 of this form have been ade­
quately tested before use.
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness 
checks.
3. Access controls limit access to the end 
user application.
4. A  mechanism exists to prevent or de­
tect the use of incorrect versions of 
data files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
Information Processed by Outside Computer 
Service Organizations
.47 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to cash and investments.
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processed by the outside computer service bureau. Discuss—
• The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
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20____ 20____ 20____ 20.
Prepared or updated by: _________  _________  _________  _____
Reviewed by:
Fixed Assets
.49 This form may be used on any audit engagement of a governmental 
entity when fixed assets are significant.
.50 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of controls over 
fixed assets should be sufficient for you to understand—
• How fixed asset transactions are authorized and initiated. (Additional 
information on the acquisition of fixed assets is documented in the 
form for the purchasing cycle—AAM section 12,030.25.)
•  How fixed asset transactions and depreciation is processed by the 
accounting system.
•  The accounting records and supporting documents involved in the 
processing and reporting of fixed assets and depreciation.
•  The process used to prepare significant accounting estimates and 
disclosures.
Interpreting Results
.51 This form documents your understanding of how internal control over 
fixed assets is designed and whether it has been placed in operation. It should 
help you in planning a primarily substantive approach. In entities where a 
significant amount of information is transmitted, processed, maintained, or 
accessed electronically, just gaining an understanding of internal control may
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not be enough (even in a primarily substantive approach). This is especially the 
case when evidence of an entity’s initiation, recording, or processing of finan­
cial data exists only in electronic form. Because the competence of electronic 
evidence usually depends on the effectiveness of internal control over its 
validity and completeness, an auditor may have to test the internal control 
surrounding that evidence to gather evidence to support an assessed level of 
control risk below the maximum for affected financial statement assertions. In 
situations where the auditor decides to rely on internal control and assess 
control risk below the maximum for certain assertions (including instances 
where the preponderance of electronic evidence necessitates it), tests of con­
trols will need to be designed and then specific controls will need to be tested 
to determine the effectiveness of their design and operation. If you plan a lower 
control risk assessment for certain assertions relating to fixed assets, the 
following checklist uses the following coding to identify parenthetically after 
the control the financial statement assertions to which that control applies:
E = Existence or occurrence
C = Completeness
R = Rights and obligations
V = Valuation or allocation
P = Presentation and disclosure
.52 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate that the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
.53
Personnel N /A No Yes
I. Fixed Assets 
A. Authorization and Initiation
1. A separate capital budget is pre­
pared. (P)
2. Written executive or legislative ap­
proval is required for all significant 
fixed asset projects or acquisitions. (E)
3. Responsibilities for initiating, evaluat­
ing, and approving capital expendi­
tures, leases, and maintenance or repair 
projects are segregated from those for 
project accounting, property records, 
and general ledger functions. (E)
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4. Those individuals authorized to initi­
ate fixed asset transactions are identi­
fied and there is clear definition of the 
limits of their authority. (E)
5. Responsibilities for initiating fixed as­
set transactions are segregated from 
those for final approvals that commit 
government resources. (E)
6. Controls exist to—
a. Distinguish between capital 
budget expenditures and operat­
ing budget expenditures. (E, C, P)
b. Identify operating budget expen­
ditures to be capitalized as fixed 
assets. (P)
c. Distinguish between capital and 
operating leases. (P)
7. An adequate number of price quota­
tions are obtained before placing 
orders not subject to competitive 
bidding. (V)
8. Guidelines are established with re­
spect to key considerations for fixed 
asset acquisitions, such as prices to be 
paid, acceptable vendors and terms, 
asset quality standards, and the pro­
visions of grants or bonds that may 
finance the expenditures. (E, R, V, P)
9. Controls exist ensuring that pur­
chased materials and services for 
capital expenditure and repair pro­
jects are subject to the same levels of 
controls as exist for all other procure­
ments (for example, receiving, ap­
proval, checking). (E, C)
10. Controls exist providing for obtaining 
grantor approval, if required, for the 
use of grant funds for fixed asset ac­
quisitions. (C, P)
11. Grant-funded authorizations are sub­
ject to the same controls as internally 
funded acquisitions. (E, C, R, V, P)
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12. Supplemental authorizations are re­
quired, including, if appropriate, 
those of the grantor agency, for ex­
penditures in excess of originally ap­
proved amounts. (E, C, P)
13. If construction contracts are to be 
awarded, bid and performance bonds 
are considered. (E)
14. Predetermined selection criteria exist 
for awarding construction contracts 
and adequate documentation of the 
award process is required. (E)
15. Lease transactions are subject to con­
trol procedures similar to those re­
quired for other capital expenditures.
(E, C, R, V, P)
B. Processing and Documentation
1. The general ledger and detailed fixed 
assets records are updated for fixed 
asset transactions (including the com­
pletion of construction projects) on a 
timely basis. (E, C, R, V, P)
2. The accounting distribution is re­
viewed to ensure proper allocation of 
charges to fixed asset and expendi­
ture projects. (V, P)
3. If construction work is performed by 
contractors, controls exist to provide 
for and maintain control over con­
struction projects and progress bill­
ings (for example, requests for 
progress payments relate to contrac­
tors' efforts and they are formally ap­
proved). (E, R, V)
4. Project cost records are established 
and maintained for capital expendi­
ture and repair projects. (E, C, V)
5. Responsibilities for project account­
ing and property records are segre­
gated from the general ledger and 
custodial functions. (E, C, R, V, P)
6. Detailed property records are main­
tained for all significant self-con­
structed, donated, purchased, or 
leased assets. (E, C, R, V, P)
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7. The accountability for each asset is 
established. (E, C)
8. Physical safeguards over assets exist.
(E, C )
9. Equipment is properly identified by 
metal numbered tags or other means 
of positive identification. (E)
10. Procedures exist to ensure that fixed 
assets are adequately insured. (E, C)
11. Periodic inventories of fixed assets are 
taken and inventory results are com­
pared to the detailed property re­
cords. (E, C, R)
12. Responsibilities for the periodic 
physical inventories of fixed assets is 
assigned to responsible officials who 
have no custodial or record keeping 
responsibilities. (E, C, R)
13. Differences between records and 
physical counts are investigated, the 
records adjusted to reflect differences, 
and adjustments are reviewed by 
management. (E, R, V)
14. Controls exist for periodic inventory 
of documents evidencing property 
rights (for example, deeds, leases, and 
the like). (E, C, R)
15. Detailed property records are peri­
odically reconciled with the general 
ledger control accounts. (E, C, V)
16. Controls exist to govern depreciation 
methods and practices. (V)
17. If costs are expected to be charged 
against federal grants, depreciation 
policies or methods of computing al­
lowances are in compliance with the 
standards outlined in OMB circulars 
or grantor agency regulations or de­
preciation charged to grants is ad­
justed accordingly. (R, V, P)
18. Fully depreciated assets are carried in 
the accounting records as a means of 
providing accounting control. (E, C)
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C. Dispositions
1. Controls exist for authorizing, ap ­
proving, and documenting sales or 
other dispositions of fixed assets. (E)
2. Controls exist for monitoring the ap­
propriate disposition of property ac­
quired with grant funds. (E, R, P)
3. The accounting records are adjusted 
promptly— both the asset and related 
allowance for depreciation— when  
fixed assets are retired, sold, or trans­
ferred. (E, R, V )
End User Computing for Fixed Assets
.54 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, an accounting clerk prepares a spreadsheet 
that calculates depreciation for fixed assets.
.55 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used for fixed assets to 
process significant accounting information outside of the data processing de­
partment.
.56 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users 
to—
• Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
spreadsheet accumulates the monthly fixed assets purchases and 
sales for a single journal entry into the general ledger.
•  Make significant accounting decisions. For example, a spreadsheet 
calculates the depreciation charge for fixed assets.
•  Accumulate footnote information. For example, a database of detailed 
fixed asset records provides information for disclosure of the major 
classes of fixed assets.
.57 In the space provided below, describe how end user computing is used 
for fixed assets. Describe—
• The person or department who performs the computing.
•  A general description of the application and its type (for example, 
spreadsheet).
•  The source of the information used in the application.
•  How the results of the application are used in further processing or 
decision making.
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Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls 
over end user computing related to fixed assets.
Personnel N/A No Yes
Fixed Assets
1. End user applications listed in para­
graph .57 of this form have been ade­
quately tested before use.
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness 
checks.
3. Access controls limit access to the end 
user application.
4. A  mechanism exists to prevent or de­
tect the use of incorrect versions of 
data files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
Information Processed by Outside Computer 
Service Organizations
.59 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to fixed assets.
AAG-SLG APP B
270 State and Local Governmental Units (Non-GASB 34)
.60 In the space below, describe the fixed asset information processed by 
the outside computer service bureau. Discuss—
• The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
20__  20__  20__  20.
Prepared or updated by: _________  _________  _________  _____
Reviewed by:
Payroll Cycle
.61 This form may be used on any audit engagement of a governmental 
entity when the payroll cycle is significant. The payroll cycle is usually signifi­
cant in governmental audit engagements.
.62 The purpose of this form is to document your understanding of con­
trols for significant classes of transactions. Your knowledge of controls over the 
payroll cycle should be sufficient for you to understand—
• How salaries and hourly rates are established.
•  How the time worked by employees is captured by the accounting 
system.
•  How payroll and the related withholdings are calculated.
•  The accounting records and supporting documents involved in the 
processing and reporting of payroll.
Interpreting Results
.63 This form documents your understanding of how internal control over 
the payroll cycle is designed and whether it has been placed in operation. It 
should help you in planning a primarily substantive approach. In entities 
where a significant amount of information is transmitted, processed, main­
tained, or accessed electronically, just gaining an understanding of internal 
control may not be enough (even in a primarily substantive approach). This is 
especially the case when evidence of an entity’s initiation, recording, or proc­
essing of financial data exists only in electronic form. Because the competence
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of electronic evidence usually depends on the effectiveness of internal control 
over its validity and completeness, an auditor may have to test the internal 
control surrounding that evidence to gather evidence to support an assessed 
level of control risk below the maximum for affected financial statement 
assertions. In situations where the auditor decides to rely on internal control 
and assess control risk below the maximum for certain assertions (including 
instances where the preponderance of electronic evidence necessitates it), tests 
of controls will need to be designed and then specific controls will need to be 
tested to determine the effectiveness of their design and operation. If you plan 
a lower control risk assessment for certain assertions relating to the payroll 
cycle, the following checklist uses the following coding to identify parentheti­
cally after the control the financial statement assertions to which that control 
applies:
E = Existence or occurrence 
C = Completeness 
R = Rights and obligations
V = Valuation or allocation 
P = Presentation and disclosure
.64 The processes, documents, and controls listed on this questionnaire 
are typical for governmental entities but are by no means all-inclusive. The 
preponderance of “No” or “N/A” responses may indicate that the entity uses 
other processes, documents, or controls in their information and communica­
tion systems. You should consider supplementing this questionnaire with a 
memo or flowchart to document significant features of the entity’s system that 
are not covered by this questionnaire. See AAM section 4500 for example 
flowcharting techniques.
.65
Personnel N /A  No Yes
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I. Payroll
A. Initiating Payroll Transactions
1. Wages and salaries are approved by 
the governing board as part of the 
budget process. (E, V)
2. Bonuses and employee benefits are 
authorized by the governing board. 
(E, V)
3. All changes in employment (addi­
tions and terminations), salary and 
wage rates, and payroll deductions 
are properly authorized, approved, 
and documented. (E, C, V)
4. Notices of additions, separations, and 
changes in salaries, wages, and de­
ductions are promptly reported to the 
payroll-processing function. (E, C, V)
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5. Changes to the master payroll file are 
approved and documented. (E, V)
6. Access to the master payroll file is 
limited to employees who are author­
ized to make changes. (E, V)
7. Wages are at or above the federal 
minimum wage. (V)
8. Responsibilities for supervision and 
timekeeping functions are segregated 
from personnel, payroll processing, 
disbursement, and general ledger 
functions. (E, C)
9. Records and controls exist for time­
keeping and attendance. (E, C)
10. If time cards are used, they are 
punched only by the employees to 
whom they are issued. (E)
11. The time clock is placed in a position 
where it can be observed by a super­
visor. (E)
12. Hours worked, overtime hours, and 
other special benefits are reviewed 
and approved by the employee's su­
pervisor. (E, C, V)
13. Appropriate payroll records are 
maintained for accumulated em­
ployee benefits (vacation, pension 
data, and so forth). (E, C, R)
14. Procedures exist for authorizing, ap­
proving, and recording vacations, 
holidays, sick leave, and compensa­
tory time. (E, C, R, V, P)
15. Terminating employees are inter­
viewed by the personnel department 
as a check on departure and as a final 
review of any termination settlement.
(E, C, V)
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B. Processing Payroll
1. Controls exist over payroll prepara­
tion. (E, C, R, V, P)
2. Responsibilities for the payroll proc­
essing function are segregated from 
the general ledger function. (E, C, R,
V)
3. Payroll is calculated using authorized 
pay rates, payroll deductions, and 
time records. (E, C, R, V)
4. There are adequate account coding 
procedures to ensure proper classifi­
cation of employee compensation and 
benefit costs in general ledger ac­
counts. (P)
5. Controls exist to ensure that em­
ployee benefit and compensation 
costs do not exceed appropriated or 
budgeted amounts. (V, P)
6. The distribution of costs to general 
ledger accounts is balanced with the 
payroll registers, and reviewed by 
someone independent but knowl­
edgeable in this area. (V, P)
7. Completed payroll registers are re­
viewed and approved before dis­
bursements are made. (E, C, R)
8. Comparisons (reconciliations) of 
gross pay of current and prior period 
payrolls are reviewed for reasonable­
ness by a knowledgeable person not 
otherwise involved in payroll proc­
essing. (E, C, R, V)
9. The payroll (including an examina­
tion of authorization of changes on 
reconciliations) is reviewed by an em­
ployee not involved in its prepara­
tion. (E, C, R, V)
10. Payroll advances to officials and em­
ployees are prohibited or they are 
subject to appropriate review. (E)
11. Responsibilities for initiating pay­
ments under employee benefit plans 
are segregated from accounting and 
general ledger functions. (E, C, V)
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12. Accrued liabilities for unpaid em­
ployee compensation and benefit 
costs are properly recorded and dis­
closed. (E, C, R, V, P)
13. Documents supporting employee 
benefit payments (such as accumu­
lated vacation or sick leave) are re­
viewed before disbursements are 
made. (E, C, V)
14. The counter on the check-signing ma­
chine is reconciled with the number of 
checks issued in each payroll. (E, C)
15. Signature plates and the use of the 
payroll check-signing machines are 
kept under control o f the official 
whose name appears on the signature 
plate (or his/her designee). (E)
16. The supply of unused payroll checks 
is controlled. (E, C)
17. A  separate, imprest-basis, payroll 
bank account is maintained. (E, C, V)
18. The payroll bank account is recon­
ciled regularly by employees inde­
pendent o f all other payro ll 
transaction processing activities. (E,
C , V)
19. Payroll check endorsements are com­
pared, on a test basis, with signatures 
on file by someone independent of the 
payroll department. (E)
20. Responsibilities for payroll distribu­
tion are segregated from personnel, 
timekeeping, and payroll processing 
functions. (E)
21. Payroll checks are periodically dis­
tributed by the internal auditors to 
ascertain that employees exist for all 
checks prepared. (E)
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22. Employees are required to provide 
identification before being given 
checks or pay envelopes. (E)
23. Employees are prohibited from ac­
cepting another employee's pay. (E)
24. Unclaimed wages are returned to a 
custodian independent of the payroll 
department. (E, P)
25. Employees who distribute checks or 
pay envelopes make a report of un­
claimed wages directly to the ac­
counting department. (E, P)
26. Unclaimed wages are paid at a later 
date only upon presentation of appro­
priate evidence of employment and 
those payments are approved by an 
officer or employee who is not re­
sponsible for payroll preparation or 
time reporting. (E)
27. W-2 forms are compared to payroll 
records and mailed by employees not 
otherwise involved in the payroll 
process. (E, V)
28. Procedures exist for investigating re­
turned W-2s. (E, V)
End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for develop­
ing and executing a computer application that generates the information used 
by that same person. For example, a payroll clerk prepares a spreadsheet that 
calculates the first payroll for newly hired employees that provides the basis 
for manual checks and a journal entry into the accounting system.
.67 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of computer applications 
operated by the entity’s data processing department. In this section of the 
Financial Reporting Information Systems and Controls Form, you may docu­
ment your understanding of how end user computing is used for the payroll 
cycle to process significant accounting information outside of the data process­
ing department.
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.68 You should obtain an understanding of any spreadsheet application, 
database, or separate computer system that has been developed by end users 
to—
•  Process significant accounting information outside of the data proc­
essing department-operated accounting application. For example, a 
spreadsheet accumulates time card information for batch processing.
•  Make significant accounting decisions. For example, a spreadsheet 
calculates the compensated absences liability.
•  Accumulate footnote information.
.69 In the space provided below, describe how end user computing is used 
in the payroll cycle. Describe—
• The person or department who performs the computing.
•  A general description of the application and its type (for example, 
spreadsheet).
•  The source of the information used in the application.
•  How the results of the application are used in further processing or 
decision making.
Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls 
over end user computing related to the payroll cycle.
Personnel N/A No Yes
Payroll Cycle
1. End user applications listed in para­
graph .69 of this form have been ade­
quately tested before use.
2. The application has an appropriate 
level of built-in controls, such as edit 
checks, range tests, or reasonableness 
checks.
AAG-SLG APP B
Financial Reporting Information Systems and Controls Forms 277
Personnel N/A No Yes
3. Access controls limit access to the end 
user application.
4. A  mechanism exists to prevent or de­
tect the use of incorrect versions of 
data files.
5. The output of the end user applica­
tions is reviewed for accuracy or rec­
onciled to the source information.
Information Processed by Outside Computer 
Service Organizations
.71 Computer Applications Form— Governmental Units [AAM section
12,020] was used to document your understanding of the entity’s use of an 
outside computer service organization to process entity-wide accounting infor­
mation such as the general ledger. In this section you will document your 
understanding of how the entity uses an outside computer service organization 
to process information relating specifically to the payroll cycle.
.72 In the space below, describe the fixed asset information processed by 
the outside computer service bureau. Discuss—
• The general nature of the application.
•  The source documents used by the service organization.
•  The reports or other accounting documents produced by the service 
organization.
•  The nature of the service organization’s responsibilities. Do they 
merely record entity transactions and process related data, or do they 
have the ability to initiate transactions on their own?
•  Controls maintained by the entity to prevent or detect material mis­
statement in the input or output.
20___  20___  20___  20.
Prepared or updated by: _________  _________  _____
Reviewed by:
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Appendix C 
The Single Audit Act of 1984
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix D 
Questions and Answers on the Single Audit 
Process of OMB Circular A -128
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix E
OMB Circulars That Address Management of 
Federal Assistance Programs Applicable to 
State and Local Governments
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix F 
The Common Rule— Uniform Administrative 
Requirements for Grants and Cooperative 
Agreements to State and Local Governments
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix G
Key Events in the History of Auditing 
Federal Programs
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix H 
Single Audit Literature
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix I 
Federal Quality Control Procedures
[Deleted as a result of the issuance of Statement of Position 98-3, Audits 
of States, Local Governments, and Not-for-Profit Organizations Receiv­
ing Federal Awards, which was subsequently converted to an AICPA 
Audit Guide of the same title.]
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Appendix J 
Acronyms and Abbreviations
A IC PA—American Institute of Certified Public Accountants 
ASBO—Association of School Business Officials 
CAFR—Comprehensive Annual Financial Report 
E E O C—Equal Employment Opportunity Commission 
ER ISA—Employee Retirement Income Security Act 
FA F—Financial Accounting Foundation 
FASB—Financial Accounting Standards Board
GAAFR—Governmental Accounting, Auditing, and Financial Reporting— 
GFOA
GAAP—Generally Accepted Accounting Principles
GAAS—Generally Accepted Auditing Standards
GAGAS—Generally Accepted Government Auditing Standards
GAO—General Accounting Office, United States
GASAC—Governmental Accounting Standards Advisory Council
GASB—Governmental Accounting Standards Board
GFAAG—General Fixed Assets Account Group
GFOA—Government Finance Officers Association of the United States and 
Canada
G LTDAG—General Long-Term Debt Account Group 
GPFS—General-Purpose Financial Statements 
H U D —Housing and Urban Development, U.S. Department of 
IB N R —Incurred But Not Reported (Claims)
N A C U B O —National Association of College and University Business Officials
N C G A —National Council on Governmental Accounting
OMB—Office of Management and Budget, United States
PERS—Public Employees Retirement System
SAS—Statement on Auditing Standards
SOP—Statement of Position by Committees of the AICPA
USDA—U.S. Department of Agriculture
YELLO W  B O O K —Government Auditing Standards issued by Comptroller 
General of the U.S., 1994, as amended.
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Appendix K 
Interpretation of SAS No. 96, 
Audit Documentation, Titled, 
"Providing Access to or Copies of 
Audit Documentation to a Regulator"
1. Providing Access to or Copies of Audit Documentation 
to a Regulator1, 2
.01 Question—Section 339, Audit Documentation, paragraph .11, states 
that “the auditor has an ethical, and in some situations a legal, obligation to 
maintain the confidentiality of client information...Because audit documenta­
tion often contains confidential client information, the auditor should adopt 
reasonable procedures to maintain the confidentiality of that information.” 
However, auditors are sometimes required by law, regulation or audit con­
tract,3 to provide a regulator, or a duly appointed representative, access to 
audit documentation. For example, a regulator may request access to the 
audit documentation to fulfill a quality review requirement or to assist in 
establishing the scope of a regulatory examination. Furthermore, as part of 
the regulator’s review of the audit documentation, the regulator may request 
copies of all or selected portions of the audit documentation during or after 
the review. The regulator may intend, or decide, to make copies (or informa­
tion derived from the audit documentation) available to others, including 
other governmental agencies, for their particular purposes, with or without 
the knowledge of the auditor or the client. When a regulator requests the 
auditor to provide access to (and possibly copies of) audit documentation 
pursuant to law, regulation or audit contract, what steps should the auditor 
take?
.02 Interpretation—When a regulator requests access to audit documen­
tation pursuant to law, regulation or audit contract, the auditor should take 
the following steps:
1 The term “regulator(s)” includes federal, state and local government officials with legal 
oversight authority over the entity. Examples of regulators who may request access to audit 
documentation include, but are not limited to, state insurance and utility regulators, various health 
care authorities, and federal agencies such as the Federal Deposit Insurance Corporation, the Office 
of Thrift Supervision, the Department of Housing and Urban Development, the Department of Labor, 
and the Rural Electrification Administration.
2 The guidance in this Interpretation does not apply to requests from the Internal Revenue 
Service, firm practice-monitoring programs to comply with AICPA or state professional requirements 
such as peer or quality reviews, proceedings relating to alleged ethics violations, or subpoenas.
3 For situations in which the auditor is not required by law, regulation or audit contract to 
provide a regulator access to the audit documentation, reference should be made to the guidance in 
paragraphs .11-.15 of this Interpretation.
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a. Consider advising the client that the regulator has requested access 
to (and possibly copies of) the audit documentation and that the 
auditor intends to comply with such request.4
b. Make appropriate arrangements with the regulator for the review.
c. Maintain control over the audit documentation, and
d. Consider submitting the letter described in paragraph .05 of this 
Interpretation to the regulator.
.03 The auditor should make appropriate arrangements with the regula­
tor. These arrangements ordinarily would include the specific details such as 
the date, time and location of the review. The audit documentation may be 
made available to a regulator at the offices of the client, the auditor, or a 
mutually agreed-upon location, so long as the auditor maintains control. 
Furthermore, the auditor should take appropriate steps to maintain control of 
the audit documentation. For example, the auditor (or his or her repre­
sentative) should consider being present when the audit documentation is 
reviewed by the regulator. Maintaining control of audit documentation is 
necessary to ensure the continued integrity of the audit documentation and to 
ensure confidentiality of client information.
.04 Ordinarily, the auditor should not agree to transfer ownership of the 
audit documentation to a regulator. Furthermore, the auditor should not 
agree, without client authorization, that the information contained therein 
about the client may be communicated to or made available to any other party. 
In this regard, the action of an auditor providing access to, or copies of, the 
audit documentation shall not constitute transfer of ownership or authoriza­
tion to make them available to any other party.
.05 An audit performed in accordance with generally accepted auditing 
standards is not intended to, and does not, satisfy a regulator’s oversight 
responsibilities. To avoid any misunderstanding, prior to allowing a regulator 
access to the audit documentation, the auditor should consider submitting a 
letter to the regulator that:
a. Sets forth the auditor’s understanding of the purpose for which 
access is being requested
b. Describes the audit process and the limitations inherent in a finan­
cial statement audit
c. Explains the purpose for which the audit documentation was pre­
pared, and that any individual conclusions must be read in the 
context of the auditor’s report on the financial statements
d. States, except when not applicable, that the audit was not planned 
or conducted in contemplation of the purpose for which access is 
being granted or to assess the entity’s compliance with laws and 
regulations
4 The auditor may wish (and in some cases may be required by law, regulation, or audit contract) 
to confirm in writing with the client that the auditor may be required to provide a regulator access to 
the audit documentation. Sample language that may be used follows:
“The audit documentation for this engagement is the property of (name of auditor) and constitutes 
confidential information. However, we may be requested to make certain audit documentation 
available to (name of regulator) pursuant to authority given to it by law or regulation. If requested, 
access to such audit documentation will be provided under the supervision of (name of auditor) 
personnel. Furthermore, upon request, we may provide copies of selected audit documentation to 
(name of regulator). The (name of regulator) may intend, or decide, to distribute the copies or 
information contained therein to others, including other governmental agencies.”
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e. States that the audit and the audit documentation should not sup­
plant other inquiries and procedures that should be undertaken by 
the regulator for its purposes
f. Requests confidential treatment under the Freedom of Information 
Act or similar laws and regulations,5 when a request for the audit 
documentation is made, and that written notice be given to the 
auditor before transmitting any information contained in the audit 
documentation to others, including other governmental agencies, 
except when such transfer is required by law or regulation, and
g. States that if any copies are to be provided, they will be identified as 
“Confidential Treatment Requested by ( name of auditor, address, 
telephone number).”
The auditor may wish to obtain a signed acknowledgment copy of the letter as 
evidence of the regulator’s receipt of the letter.
.06 An example of a letter containing the elements described in para­
graph .05 of this Interpretation is presented below:
Illustrative Letter to Regulator6
(Date)
(Name and Address of Regulatory Agency)
Your representatives have requested access to our audit documentation in 
connection with our audit of the December 31, 20XX financial statements of 
(name of client). It is our understanding that the purpose of your request is 
(state purpose: for example, “to facilitate your regulatory examination”).7
Our audit of (name of client) December 31, 20XX financial statements was 
conducted in accordance with auditing standards generally accepted in the 
United States of America,8 the objective9 of which is to form an opinion as to 
whether the financial statements, which are the responsibility and repre­
sentations of management, present fairly, in all material respects, the financial 
position, results of operations and cash flows in conformity with generally 
accepted accounting principles.10 Under generally accepted auditing stand­
ards, we have the responsibility, within the inherent limitations of the auditing
5 The auditor may need to consult the regulations of individual agencies and, if necessary, 
consult with legal counsel regarding the specific procedures and requirements necessary to gain 
confidential treatment.
6 The auditor should appropriately modify this letter when the audit has been performed in 
accordance with generally accepted auditing standards and also in accordance with additional 
auditing requirements specified by a regulatory agency (for example, the requirements specified in 
Government Auditing Standards issued by the Comptroller General of the United States).
7 If the auditor is not required by law, regulation, or audit contract to provide a regulator access 
to the audit documentation but otherwise intends to provide such access (see paragraphs .11-.15 of 
this Interpretation), the letter should include a statement that: “Management of (name of client) has 
authorized us to provide you access to our audit documentation for (state purpose).”
8 Refer to footnote 6.
9 In an audit performed in accordance with the Single Audit Act of 1984, and certain other 
federal audit requirements, an additional objective of the audit is to assess compliance with laws and 
regulations applicable to federal financial assistance. Accordingly, in these situations, the above 
letter should be modified to include the additional objective.
10 If the financial statements have been prepared in conformity with regulatory accounting 
practices, the phrase “financial position, results of operations and cash flows in conformity with 
generally accepted accounting principles” should be replaced with appropriate wording such as, in the 
case of an insurance company, the “admitted assets, liabilities ... of the XYZ Insurance Company in 
conformity with accounting practices prescribed or permitted by the state o f... insurance department.”
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process, to design our audit to provide reasonable assurance that errors and 
fraud that have a material effect on the financial statements will be detected, 
and to exercise due care in the conduct of our audit. The concept of selective 
testing of the data being audited, which involves judgment both as to the 
number of transactions to be audited and as to the areas to be tested, has been 
generally accepted as a valid and sufficient basis for an auditor to express an 
opinion on financial statements. Thus, our audit, based on the concept of 
selective testing, is subject to the inherent risk that material errors or fraud, 
if they exist, would not be detected. In addition, an audit does not address the 
possibility that material errors or fraud may occur in the future. Also, our use 
of professional judgment and the assessment of materiality for the purpose of 
our audit means that matters may have existed that would have been assessed 
differently by you.
The audit documentation was prepared for the purpose of providing the principal 
support for our report on (name of client) December 31, 20XX financial statements 
and to aid in the conduct and supervision of our audit. The audit documentation 
is the principal record of auditing procedures performed, evidence obtained and 
conclusions reached in the engagement. The auditing procedures that we per­
formed were limited to those we considered necessary under generally accepted 
auditing standards11 to enable us to formulate and express an opinion on the 
financial statements12 taken as a whole. Accordingly, we make no representation 
as to the sufficiency or appropriateness, for your purposes, of either the informa­
tion contained in our audit documentation or our auditing procedures. In addition, 
any notations, comments, and individual conclusions appearing on any of the 
audit documents do not stand alone, and should not be read as an opinion on any 
individual amounts, accounts, balances or transactions.
Our audit of (name of client) December 31, 20XX financial statements was 
performed for the purpose stated above and has not been planned or conducted 
in contemplation of your (state purpose: for example, “regulatory examination”) 
or for the purpose of assessing (name o f client) compliance with laws and 
regulations.13 Therefore, items of possible interest to you may not have been 
specifically addressed. Accordingly, our audit and the audit documentation 
prepared in connection therewith, should not supplant other inquiries and 
procedures that should be undertaken by the (name o f regulatory agency) for 
the purpose of monitoring and regulating the financial affairs of the (name of 
client). In addition, we have not audited any financial statements of (name of 
client) since (date of audited balance sheet referred to in the first paragraph 
above) nor have we performed any auditing procedures since (date), the date of 
our auditor’s report, and significant events or circumstances may have occurred 
since that date.
The audit documentation constitutes and reflects work performed or evidence 
obtained by (name of auditor) in its capacity as independent auditor for (name 
of client). The documents contain trade secrets and confidential commercial and 
financial information of our firm and (name of client) that is privileged and 
confidential, and we expressly reserve all rights with respect to disclosures to 
third parties. Accordingly, we request confidential treatment under the Free­
dom of Information Act or similar laws and regulations14 when requests are
11 Refer to footnote 6.
12 Refer to footnote 9.
13 Refer to footnote 9.
14 This illustrative paragraph may not in and of itself be sufficient to gain confidential treat­
ment under the rules and regulations of certain regulatory agencies. The auditor should consider 
tailoring this paragraph to the circumstances after consulting the regulations of each applicable 
regulatory agency and, if necessary, consult with legal counsel regarding the specific procedures and 
requirements to gain confidential treatment.
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made for the audit documentation or information contained therein or any 
documents created by the (name of regulatory agency) containing information 
derived therefrom. We further request that written notice be given to our firm 
before distribution of the information in the audit documentation (or copies 
thereof) to others, including other governmental agencies, except when such 
distribution is required by law or regulation.
[ I f  it is expected that copies will be requested, add:
Any copies of our audit documentation we agree to provide you will be identified 
as “Confidential Treatment Requested by (name of auditor, address, telephone 
number).”]
Firm signature
.07 Question—A regulator may request access to the audit documentation 
before the audit has been completed and the report released. May the auditor 
allow access in such circumstances?
.08 Interpretation—When the audit has not been completed, the audit 
documentation is necessarily incomplete because (a) additional information 
may be added as a result of further tests and review by supervisory personnel 
and (b) any audit results and conclusions reflected in the incomplete audit 
documentation may change. Accordingly, it is preferable that access be delayed 
until all auditing procedures have been completed and all internal reviews 
have been performed. If access is provided prior to completion of the audit, the 
auditor should consider issuing the letter referred to in paragraph .05 of this 
Interpretation, appropriately modified, and including additional language 
along the following lines:
“We have been engaged to audit in accordance with auditing standards gener­
ally accepted in the United States of America the December 31, 20XX, financial 
statements of XYZ Company, but have not as yet completed our audit. Accord­
ingly, at this time we do not express any opinion on the Company’s financial 
statements. Furthermore, the contents of the audit documentation may change 
as a result of additional auditing procedures and review of the audit documen­
tation by supervisory personnel of our firm. Accordingly, our audit documenta­
tion is incomplete.”
Because the audit documentation may change prior to completion of the audit, 
the auditor ordinarily should not provide copies of the audit documentation 
until the audit has been completed.
.09 Question—Some regulators may engage an independent party, such 
as another independent public accountant, to perform the audit documentation 
review on behalf of the regulatory agency. Are there any special precautions 
the auditor should observe in these circumstances?
.10 Interpretation—The auditor should be satisfied that the party en­
gaged by the regulator is subject to the same confidentiality restrictions as the 
regulatory agency itself. This can be accomplished by obtaining acknow­
ledgment, preferably in writing, from the regulator stating that the third party 
is acting on behalf of the regulator and agreement from the third party that he 
or she is subject to the same restrictions on disclosure and use of audit 
documentation and the information contained therein as the regulator.
.11 Question—When a regulator requests the auditor to provide access to 
(and possibly copies of) audit documentation and the auditor is not otherwise 
required by law, regulation or audit contract to provide such access, what steps 
should the auditor take?
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.12 Interpretation—The auditor should obtain an understanding of the 
reasons for the regulator’s request for access to the audit documentation and 
may wish to consider consulting with legal counsel regarding the request. If the 
auditor decides to provide such access, the auditor should obtain the client’s 
consent, preferably in writing, to provide the regulator access to the audit 
documentation.
.13 Following is an example of language that may be used in the written 
communication to the client:
“The audit documentation for this engagement is the property of (name of 
auditor) and constitutes confidential information. However, we have been 
requested to make certain audit documentation available to (name of regulator) 
for (describe the regulator’s basis for its request). Access to such audit documen­
tation will be provided under the supervision of (name o f auditor) personnel. 
Furthermore, upon request, we may provide copies of selected audit documen­
tation to (name of regulator).
“You have authorized (name o f auditor) to allow (name of regulator) access to 
the audit documentation in the manner discussed above. Please confirm your 
agreement to the above by signing below and returning to (name of auditor, 
address).”
Firm signature
Agreed and acknowledged:
(Name and title)
(Date)
.14 If the client requests to review the audit documentation before allow­
ing the regulator access, the auditor may provide the client with the opportu­
nity to obtain an understanding of the nature of the information about its 
financial statements contained in the audit documentation that is being made 
available to the regulator. When a client reviews the audit documentation, the 
auditor should maintain control of the audit documentation as discussed in 
paragraph .03 of this Interpretation.
.15 The auditor should also refer to the guidance in paragraphs .03-.10 of 
this Interpretation which provide guidance on making arrangements with the 
regulator for access to the audit documentation, maintaining control over the 
audit documentation and submitting a letter describing various matters to the 
regulator.
[Issue Date: July, 1994; Revised: June, 1996;
Revised: October, 2000; Revised: January, 2002.]
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NOTE
Statements of Position on accounting issues present the conclusions 
of at least two-thirds of the Accounting Standards Executive Com­
mittee, which is the senior technical body of the Institute authorized 
to speak for the Institute in the areas of financial accounting and 
reporting. Statement on Auditing Standards No. 69, The Meaning of 
Present Fairly in Conformity With Generally Accepted Accounting 
Principles, identifies AICPA Statements of Position that have been 
cleared by either the Financial Accounting Standards Board (for 
financial statements of nongovernmental entities) or the Govern­
mental Accounting Standards Board (for financial statements of 
state and local governmental entities), as sources of established 
accounting principles in category b of the hierarchy of generally 
accepted accounting principles that it establishes. AICPA members 
should consider the accounting principles in this Statement of Posi­
tion if a different accounting treatment of a transaction or event is 
not specified by a pronouncement covered by Rule 203 of the AICPA 
Code of Professional Conduct. In such circumstances, the accounting 
treatment specified by this Statement of Position should be used, or 
the member should be prepared to justify a conclusion that another 
treatment better presents the substance of the transaction in the 
circumstances.
AAG-SLG APP L
Statement of Position 98-2 303
TABLE OF CONTENTS
Paragraph
Summary
Foreword
Introduction...................................................................  1-5
Scope..........................................................................  6
Conclusions...................................................................  7-19
Accounting for Joint Activities.....................................  7-15
Purpose.........................................................  8-11
Audience.......................................................  12-13
Content.........................................................  14-15
Allocation M ethods................................................. 16
Incidental Activities..................................................  17
Disclosures............................................................  18-19
Effective D a te ................................................................ 20
Appendix A — Flowchart: Accounting for Joint Activities
Appendix B— Background
Appendix C— Basis for Conclusions
Appendix D— Discussion of Conclusions
Appendix E— Illustrations of Applying the Criteria of Purpose,
Audience, and Content to Determine Whether a Program or 
Management and General Activity Has Been Conducted
Appendix F— Illustrations of Allocation Methods
Appendix G— Illustrations of Disclosures
Appendix H— Contrast of Guidance in This SOP With the 
Guidance in SOP 87-2
Appendix I— Effects on Other Guidance
Glossary
AAG-SLG APP L
304 State and Local Governmental Units (Non-GASB 34)
SUMMARY
This Statement of Position (SOP) applies to all nongovernmental not-for-profit 
organizations (NPOs) and all state and local governmental entities that solicit 
contributions.
This SOP requires—
•  If the criteria of purpose, audience, and content as defined in this SOP 
are met, the costs of joint activities that are identifiable with a 
particular function should be charged to that function and joint costs 
should be allocated between fund raising and the appropriate program 
or management and general function.
•  If  any of the criteria of purpose, audience, and content are not met, all 
costs of the activity should be reported as fund-raising costs, including 
costs that otherwise might be considered program or management and 
general costs if they had been incurred in a different activity, subject 
to the exception in the following sentence. Costs of goods or services 
provided in exchange transactions that are part of joint activities, such 
as costs of direct donor benefits of a special event (for example, a meal), 
should not be reported as fund raising.
•  Certain financial statement disclosures if joint costs are allocated.
•  Some commonly used and acceptable allocation methods are described 
and illustrated although no methods are prescribed or prohibited.
This SOP amends existing guidance in AICPA Audit and Accounting Guides 
Health Care Organizations, Not-for-Profit Organizations (which was issued in 
August 1996 and supersedes SOP 87-2, Accounting for Joint Costs of Informa­
tional Materials and Activities of Not-for-Profit Organizations That Include a 
Fund-Raising Appeal, because the provisions of SOP 87-2 are incorporated into 
the Guide), and Audits of State and Local Governmental Units.
This SOP is effective for financial statements for years beginning on or after 
December 15, 1998. Earlier application is encouraged in fiscal years for which 
financial statements have not been issued. If comparative financial statements 
are presented, retroactive application is permitted but not required.
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FOREWORD
The accounting guidance contained in this document has been cleared by the 
Financial Accounting Standards Board (FASB) and the Governmental Account­
ing Standards Board (GASB). The procedure for clearing accounting guidance 
in documents issued by the Accounting Standards Executive Committee (Ac­
SEC) involves the FASB and the GASB reviewing and discussing in public 
board meetings (1) a prospectus for a project to develop a document, (2) a 
proposed exposure draft that has been approved by at least ten of AcSEC’s 
fifteen members, and (3) a proposed final document that has been approved by 
at least ten of AcSEC’s fifteen members. The document is cleared if at least five 
of the seven FASB members and three of the five GASB members do not object 
to AcSEC undertaking the project, issuing the proposed exposure draft or, after 
considering the input received by AcSEC as a result of the issuance of the 
exposure draft, issuing the final document.*
The criteria applied by the FASB and the GASB in their review of proposed 
projects and proposed documents include the following:
1. The proposal does not conflict with current or proposed accounting 
requirements, unless it is a limited circumstance, usually in special­
ized industry accounting, and the proposal adequately justifies the 
departure.
2. The proposal will result in an improvement in practice.
3. The AICPA demonstrates the need for the proposal.
4. The benefits of the proposal are expected to exceed the costs of 
applying it.
In many situations, prior to clearance, the FASB and the GASB will propose 
suggestions, many of which are included in the documents.
*This document was cleared prior to July 1, 1997. In July 1997, the GASB increased to seven 
members. Documents considered by the GASB after July 1, 1997 are cleared if at least four of the 
seven GASB members do not object.
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Accounting for Costs of Activities of 
Not-for-Profit Organizations and 
State and Local Governmental Entities 
That Include Fund Raising
Introduction
1. Some nongovernmental not-for-profit organizations (NPOs) and 
some state and local governmental entities,1 such as governmental colleges 
and universities and governmental health care providers, solicit support 
through a variety of fund-raising activities.2 These activities include direct 
mail, telephone solicitation, door-to-door canvassing, telethons, special events, 
and others. Sometimes fund-raising activities are conducted with activities 
related to other functions, such as program activities or supporting services, 
such as management and general activities.3, * Sometimes fund-raising 
activities include components that would otherwise be associated with pro­
gram or supporting services, but in fact support fund raising.
1 This Statement of Position (SOP) uses the term entity to refer to both nongovernmental 
not-for-profit organizations (NPOs) and state and local governments.
2 Terms that appear in the Glossary are set in boldface type the first time they appear.
3 The functional classifications of fund raising, program, and management and general are 
discussed throughout this SOP for purposes of illustrating how the guidance in this SOP would be 
applied by entities that use those functional classifications. Some entities have a functional structure 
that does not include fund raising, program, or management and general, or that includes other 
functional classifications, such as membership development. This SOP is not intended to require 
reporting the functional classifications of fund raising, program, and management and general. In 
circumstances in which entities that have a functional structure that includes other functional 
classifications conduct joint activities, all costs of those joint activities should be charged to fund 
raising (or the category in which fund raising is reported—see the following two parenthetical 
sentences), unless the purpose, audience, and content of those joint activities are appropriate for 
achieving those other functions. (An example of an entity that reports fund raising in a category other 
than fund raising is a state and local governmental entity applying the accounting and financial 
reporting principles in the AICPA Industry Audit Guide Audits of Colleges and Universities, as 
amended by SOP 74-8. As discussed in paragraph D-5 of this SOP, those entities are required to 
report fund raising as part of the “institutional support” function.)
* The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of 
Voluntary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were 
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organiza­
tions. However, because the accounting guidance contained in these Guides remained applicable to 
certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental 
College and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit 
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to 
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s 
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and 
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the 
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling 
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza­
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this 
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance 
in these Guides will no longer be applicable to any governmental entities. Please note that the Guides 
have not been updated since 1994. Therefore, if you already have a Guide, and choose to continue 
using it until the phase-in period is complete, you must consider guidance issued since they were last 
updated.
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2. External users of financial statements—including contributors, credi­
tors, accreditation agencies, and regulators—want assurance that fund-raising 
costs, as well as program costs and management and general costs, are stated 
fairly.
3. In 1987, the AICPA issued Statement of Position (SOP) 87-2, Account­
ing for Joint Costs of Informational Materials and Activities of Not-for-Profit 
Organizations That Include a Fund-Raising Appeal.4 SOP 87-2 required that 
all circumstances concerning informational materials and activities that in­
clude a fund-raising appeal be considered in accounting for joint costs of those 
materials and activities and that certain criteria be applied in determining 
whether joint costs of those materials and activities should be charged to fund 
raising or allocated to program or management and general. Those criteria 
include requiring verifiable indications of the reasons for conducting the activ­
ity, such as the content, audience, and action, if any, requested of the partici­
pant, as well as other corroborating evidence. Further, SOP 87-2 required that 
all joint costs of those materials and activities be charged to fund raising unless 
the appeal is designed to motivate its audience to action other than providing 
financial support to the organization.
4. The provisions of SOP 87-2 have been difficult to implement and have 
been applied inconsistently in practice. (Appendix B, “Background,” discusses 
this further.)
5. This SOP establishes financial accounting standards for accounting for 
costs of joint activities. In addition, this SOP requires financial statement 
disclosures about the nature of the activities for which joint costs have been 
allocated and the amounts of joint costs. Appendix F provides explanations and 
illustrations of some acceptable allocation methods.
Scope
6. This SOP applies to all nongovernmental NPOs and all state and local 
governmental entities that solicit contributions.
Conclusions
Accounting for Joint Activities
7. If  the criteria of purpose, audience, and content are met, the costs of a 
joint activity that are identifiable with a particular function should be 
charged to that function and joint costs should be allocated between fund 
raising and the appropriate program or management and general function. If 
any of the criteria are not met, all costs of the joint activity should be reported
4 In August 1996, the AICPA issued the Audit and Accounting Guide Not-for-Profit Organiza­
tions. The Guide supersedes SOP 87-2, Accounting for Joint Costs of Informational Materials and 
Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal, because the provi­
sions of SOP 87-2 are incorporated into paragraphs 13.36 to 13.45 of Not-for-Profit Organizations. 
Not-for-Profit Organizations applies to all nongovernmental NPOs other than those required to 
follow the Audit and Accounting Guide Health Care Organizations. The discussion in this SOP of SOP 
87-2 refers to both SOP 87-2 and the guidance included in paragraphs 13.36 to 13.45 of Not-for-Profit 
Organizations. Also, SOP 87-2 was not applicable to entities that are within the scope of Governmen­
tal Accounting Standards Board (GASB) Statement No. 29, The Use of Not-for-Profit Accounting and 
Financial Reporting Principles by Governmental Entities.
AAG-SLG APP L
Statement of Position 98-2 309
as fund-raising costs, including costs that otherwise might be considered 
program or management and general costs if they had been incurred in a 
different activity, subject to the exception in the following sentence. Costs of 
goods or services provided in exchange transactions that are part of joint 
activities, such as costs of direct donor benefits of a special event (for example, 
a meal), should not be reported as fund raising.
Purpose
8. The purpose criterion is met if the purpose of the joint activity includes 
accomplishing program or management and general functions. (Paragraphs 9 
and 10 provide guidance that should be considered in determining whether the 
purpose criterion is met. Paragraph 9 provides guidance pertaining to program 
functions only. Paragraph 10 provides guidance pertaining to both program 
and management and general functions.)
9. Program functions. To accomplish program functions, the activity 
should call for specific action by the audience that will help accomplish the 
entity’s mission. For purposes of applying the guidance in this SOP, the 
following are examples of activities that do and do not call for specific action by 
the audience that will help accomplish the entity’s mission:
•  An entity’s mission includes improving individuals’ physical health. 
For that entity, motivating the audience to take specific action that 
will improve their physical health is a call for specific action by the 
audience that will help accomplish the entity’s mission. An example 
of an activity that motivates the audience to take specific action that 
will improve their physical health is sending the audience a brochure that 
urges them to stop smoking and suggests specific methods, instructions, 
references, and resources that may be used to stop smoking.
•  An entity’s mission includes educating individuals in areas other than 
the causes, conditions, needs, or concerns that the entity’s programs 
are designed to address (referred to hereafter in this SOP as “causes”). 
For that entity, educating the audience in areas other than causes or 
motivating the audience to otherwise engage in specific activities that 
will educate them in areas other than causes is a call for specific action 
by the audience that will help accomplish the entity’s mission. Exam­
ples of entities whose mission includes educating individuals in areas 
other than causes are universities and possibly other entities. An 
example of an activity motivating individuals to engage in education in 
areas other than causes is a university inviting individuals to attend a 
lecture or class in which the individuals will learn about the solar system.
•  Educating the audience about causes or motivating the audience to 
otherwise engage in specific activities that will educate them about 
causes is not a call for specific action by the audience that will help 
accomplish the entity’s mission. Such activities are considered in 
support of fund raising. (However, some educational activities that 
might otherwise be considered as educating the audience about causes 
may implicitly call for specific action by the audience that will help 
accomplish the entity’s mission. For example, activities that educate 
the audience about environmental problems caused by not recycling 
implicitly call for that audience to increase recycling. If the need for 
and benefits of the specific action are clearly evident from the educa­
tional message, the message is considered to include an implicit call 
for specific action by the audience that will help accomplish the entity’s 
mission.)
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•  Asking the audience to make contributions is not a call for specific 
action by the audience that will help accomplish the entity’s mission.
If the activity calls for specific action by the audience that will help accomplish 
the entity’s mission, the guidance in paragraph 10 should also be considered in 
determining whether the purpose criterion is met.
10. Program and management and general functions. The following fac­
tors should be considered, in the order in which they are listed,5 to determine 
whether the purpose criterion is met:
a. Whether compensation or fees for performing the activity are based 
on contributions raised. The purpose criterion is not met if a major­
ity of compensation or fees for any party’s performance of any 
component of the discrete joint activity varies based on contribu­
tions raised for that discrete joint activity.6, 7
b. Whether a similar program or management and general activity is 
conducted separately and on a similar or greater scale. The pur­
pose criterion is met if either of the following two conditions is met:
(1) Condition 1:
— The program component of the joint activity calls for 
specific action by the recipient that will help accomplish 
the entity’s mission and
— A similar program component is conducted without the 
fund-raising component using the same medium and on 
a scale that is similar to or greater than the scale on which 
it is conducted with the fund raising.8
(2) Condition 2:
A management and general activity that is similar to the man­
agement and general component of the joint activity being ac­
counted for is conducted without the fund-raising component 
using the same medium and on a scale that is similar to or 
greater than the scale on which it is conducted with the fund 
raising.
5 In considering the guidance in paragraph 10, the factor in paragraph 10a (the compensation 
or fees test) is the preeminent guidance. I f  the factor in paragraph 10a is not determinative, the factor 
in paragraph 106 (whether a similar program or management and general activity is conducted 
separately and on a similar or greater scale) should be considered. If the factor in paragraph 106 is 
not determinative, the factor in paragraph 10c (other evidence) should be considered.
6 Some compensation contracts provide that compensation for performing the activity is based 
on a factor other than contributions raised, but not to exceed a specified portion of contributions 
raised. For example, a contract may provide that compensation for performing the activity is $10 per 
contact hour, but not to exceed 60 percent of contributions raised. In such circumstances, compensa­
tion is not considered based on amounts raised, unless the stated maximum percentage is met. In 
circumstances in which it is not yet known whether the stated maximum percentage is met, 
compensation is not considered based on amounts raised, unless it is probable that the stated 
maximum percentage will be met.
7 The compensation or fees test is a negative test in that it either (a) results in failing the 
purpose criterion or (b) is not determinative of whether the purpose criterion is met. Therefore, if the 
activity fails the purpose criterion based on this factor (the compensation or fees test), the activity 
fails the purpose criterion and the factor in paragraph 106 should not be considered. I f  the purpose 
criterion is not failed based on this factor, this factor is not determinative of whether the purpose 
criterion is met and the factor in paragraph 106 should be considered.
8 Determining the scale on which an activity is conducted may be a subjective determination. 
Factors to consider in determining the scale on which an activity is conducted may include dollars 
spent, the size of the audience reached, and the degree to which the characteristics of the audience 
are similar to the characteristics of the audience of the activity being evaluated.
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If the purpose criterion is met based on the factor in paragraph 106, 
the factor in paragraph 10c should not be considered.
c. Other evidence. If the factors in paragraph 10a or 106 do not deter­
mine whether the purpose criterion is met, other evidence may 
determine whether the criterion is met. All available evidence, both 
positive and negative, should be considered to determine whether, 
based on the weight of that evidence, the purpose criterion is met.
11. The following are examples of indicators that provide evidence for 
determining whether the purpose criterion is met:
а. Evidence that the purpose criterion may be met includes—
•  Measuring program results and accomplishments of the activity. 
The facts may indicate that the purpose criterion is met if the 
entity measures program results and accomplishments of the 
activity (other than measuring the extent to which the public 
was educated about causes).
•  Medium. The facts may indicate that the purpose criterion is 
met if the program component of the joint activity calls for 
specific action by the recipient that will help accomplish the 
entity’s mission and if the entity conducts the program compo­
nent without a significant fund-raising component in a different 
medium. Also, the facts may indicate that the purpose criterion 
is met if the entity conducts the management and general 
component of the joint activity without a significant fund-raising 
component in a different medium.
b. Evidence that the purpose criterion may not be met includes—
•  Evaluation or compensation. The facts may indicate that the 
purpose criterion is not met if (a) the evaluation of any party’s 
performance of any component of the discrete joint activity 
varies based on contributions raised for that discrete joint activ­
ity or (b) some, but less than a majority, of compensation or fees 
for any party’s performance of any component of the discrete 
joint activity varies based on contributions raised for that dis­
crete joint activity.
c. Evidence that the purpose criterion may be either met or not met 
includes—
• Evaluation of measured results of the activity. The entity may 
have a process to evaluate measured program results and accom­
plishments of the activity (other than measuring the extent to 
which the public was educated about causes). If  the entity has 
such a process, in evaluating the effectiveness of the joint activ­
ity, the entity may place significantly greater weight on the 
activity’s effectiveness in accomplishing program goals or may 
place significantly greater weight on the activity’s effectiveness 
in raising contributions. The former may indicate that the pur­
pose criterion is met. The latter may indicate that the purpose 
criterion is not met.
•  Qualifications. The qualifications and duties of those perform­
ing the joint activity should be considered.
— If a third party, such as a consultant or contractor, per­
forms part or all of the joint activity, such as producing 
brochures or making telephone calls, the third party’s 
experience and the range of services provided to the entity
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should be considered in determining whether the third 
party is performing fund-raising, program (other than 
educating the public about causes), or management and 
general activities on behalf of the entity.
— If the entity’s employees perform part or all of the joint 
activity, the full range of their job duties should be consid­
ered in determining whether those employees are perform­
ing fund-raising, program (other than educating the public 
about causes), or management and general activities on 
behalf of the entity. For example, (a) employees who are 
not members of the fund-raising department and (b) em­
ployees who are members of the fund-raising department 
but who perform non-fund-raising activities are more 
likely to perform activities that include program or man­
agement and general functions than are employees who 
otherwise devote significant time to fund raising.
•  Tangible evidence of intent. Tangible evidence indicating the
intended purpose of the joint activity should be considered.
Examples of such tangible evidence include
— The entity’s written mission statement, as stated in its 
fund-raising activities, bylaws, or annual report.
— Minutes of board of directors’, committees’, or other meetings.
— Restrictions imposed by donors (who are not related par­
ties) on gifts intended to fund the joint activity.
— Long-range plans or operating policies.
— Written instructions to other entities, such as script writ­
ers, consultants, or list brokers, concerning the purpose of 
the joint activity, audience to be targeted, or method of 
conducting the joint activity.
— Internal management memoranda.
Audience
12. A rebuttable presumption exists that the audience criterion is not met 
if the audience includes prior donors or is otherwise selected based on its ability 
or likelihood to contribute to the entity. That presumption can be overcome if 
the audience is also selected for one or more of the reasons in paragraph 13a, 
13b, or 13c. In determining whether that presumption is overcome, entities 
should consider the extent to which the audience is selected based on its ability 
or likelihood to contribute to the entity and contrast that with the extent to 
which it is selected for one or more of the reasons in paragraph 13a, 13b, or 13c. 
For example, if the audience’s ability or likelihood to contribute is a significant 
factor in its selection and it has a need for the action related to the program 
component of the joint activity, but having that need is an insignificant factor 
in its selection, the presumption would not be overcome.
13. In circumstances in which the audience includes no prior donors and 
is not otherwise selected based on its ability or likelihood to contribute to the 
entity, the audience criterion is met if the audience is selected for one or more 
of the following reasons:
a. The audience’s need to use or reasonable potential for use of the 
specific action called for by the program component of the joint activity
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b. The audience’s ability to take specific action to assist the entity in 
meeting the goals of the program component of the joint activity
c. The entity is required to direct the management and general compo­
nent of the joint activity to the particular audience or the audience 
has reasonable potential for use of the management and general 
component
Content
14. The content criterion is met if the joint activity supports program or 
management and general functions, as follows:
a. Program. The joint activity calls for specific action by the recipient 
that will help accomplish the entity’s mission. If  the need for and 
benefits of the action are not clearly evident, information describing 
the action and explaining the need for and benefits of the action is 
provided.
b. Management and general. The joint activity fulfills one or more of 
the entity’s management and general responsibilities through a 
component of the joint activity.9
15. Information identifying and describing the entity, causes, or how the 
contributions provided will be used is considered in support of fund raising.
Allocation Methods
16. The cost allocation methodology used should be rational and system­
atic, it should result in an allocation of joint costs that is reasonable, and it 
should be applied consistently given similar facts and circumstances.
Incidental Activities
17. Some fund-raising activities conducted in conjunction with program 
or management and general activities are incidental to such program or 
management and general activities. For example, an entity may conduct a 
fund-raising activity by including a generic message, “Contributions to Organi­
zation X may be sent to [address]” on a small area of a message that would 
otherwise be considered a program or management and general activity based 
on its purpose, audience, and content. That fund-raising activity likely would 
be considered incidental to the program or management and general activity 
being conducted. Similarly, entities may conduct program or management and 
general activities in conjunction with fund-raising activities that are incidental 
to such fund-raising activities. For example, an entity may conduct a program 
activity by including a generic program message such as “Continue to pray for 
[a particular cause]” on a small area of a message that would otherwise be 
considered fund raising based on its purpose, audience, and content. That 
program activity would likely be considered incidental to the fund-raising 
activity being conducted. Similarly, an entity may conduct a management and 
general activity by including a brief management and general message—“We
9 Some states or other regulatory bodies require that certain disclosures be included when 
soliciting contributions. For purposes of applying the guidance in this SOP, communications that 
include such required disclosures are considered fund-raising activities and are not considered 
management and general activities.
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recently changed our phone number. Our new number is 123-4567”—on a 
small area of a message that would otherwise be considered a program or 
fund-raising activity based on its purpose, audience, and content. That man­
agement and general activity would likely be considered incidental to the 
program or fund-raising activity being conducted. In circumstances in which a 
fund-raising, program, or management and general activity is conducted in 
conjunction with another activity and is incidental to that other activity, and 
the conditions in this SOP for allocation are met, joint costs are permitted but 
not required to be allocated and may therefore be charged to the functional 
classification related to the activity that is not the incidental activity. However, 
in circumstances in which the program or management and general activities 
are incidental to the fund-raising activities, it is unlikely that the conditions 
required by this SOP to permit allocation of joint costs would be met.
Disclosures
18. Entities that allocate joint costs should disclose the following in the 
notes to their financial statements:
a. The types of activities for which joint costs have been incurred
b. A statement that such costs have been allocated
c. The total amount allocated during the period and the portion allo­
cated to each functional expense category
19. This SOP encourages, but does not require, that the amount of joint 
costs for each kind of joint activity be disclosed, if practical.
Effective Date
20. This SOP is effective for financial statements for years beginning on 
or after December 15, 1998. Earlier application is encouraged in fiscal years for 
which financial statements have not been issued. If comparative financial 
statements are presented, retroactive application is permitted but not required.
The provisions of this Statement of Position need 
_______ not be applied to immaterial items._______
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APPENDIX A
Accounting for Joint Activities10
10 Note: This flowchart summarizes certain guidance in this SOP and is not intended as a 
substitute for the SOP.
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APPENDIX B 
Background
B.1. As stated in paragraph 4, the provisions of Statement of Position 
(SOP) 87-2, Accounting for Joint Costs of Informational Materials and Activities 
of Not-for-Profit Organizations That Include a Fund-Raising Appeal, have been 
difficult to implement and applied inconsistently in practice. That difficulty has 
been due in part to the following:
•  The second sentence of paragraph 1 of SOP 87-2 stated  th a t “some 
of the costs incurred by such organizations are clearly identifiable 
with fundraising, such as the cost of fund-raising consulting serv­
ices.” It is unclear w hether activities th a t would otherwise be 
considered program activities should be characterized as program 
activities if  they are performed or overseen by professional fund 
raisers. Also, it is unclear w hether activities would be reported 
differently (for example, as program ra th e r than  fund raising) 
depending on whether the fund-raising consultant is compensated 
by a predeterm ined fee or by some other method, such as a percent­
age of contributions raised.
•  SOP 87-2 was unclear about whether allocation of costs to fund­
raising expense is required if the activity for which the costs were 
incurred would not have been undertaken without the fund-raising 
component.
•  SOP 87-2 defined joint costs through examples, and it is therefore 
unclear what kinds of costs were covered by SOP 87-2. For example, 
it is unclear whether salaries and indirect costs can be joint costs.
•  Some believe the guidance in SOP 87-2 was inadequate to determine 
whether joint activities, such as those th a t request contributions and 
also list the warning signs of a disease, are designed to motivate their 
audiences to action other than to provide contributions to the entity. 
It is unclear what attributes the targeted audience should possess in 
order to conclude that a program function is being conducted.
B.2. In 1992, the Accounting Standards Executive Committee (AcSEC) 
undertook a project to supersede SOP 87-2, to provide clearer guidance than 
that provided by SOP 87-2, as well as to provide guidance that would improve 
on the guidance in SOP 87-2. In September 1993, AcSEC released an exposure 
draft of a proposed SOP, Accounting for Costs of Materials and Activities of 
Not-for-Profit Organizations and State and Local Governmental Entities That 
Include a Fund-Raising Appeal, for public comment. AcSEC received more than 
300 comment letters on the exposure draft. AcSEC redeliberated the issues 
based on the comments received.
B.3. In 1996, after redeliberating the issues based on the comments re­
ceived and making certain revisions to the draft SOP, AcSEC conducted a field 
test of the draft SOP. The objectives of the field test were to determine whether 
the provisions of the draft SOP were sufficiently clear and definitive to generate 
consistent and comparable application of the SOP. Based on the field test 
results, AcSEC concluded that the provisions of the draft SOP, with certain 
revisions, were sufficiently clear and definitive to generate consistent and 
comparable application of the SOP.
B.4. Some respondents who commented on the exposure draft, as well as 
some interested parties who followed the project through its due process sub­
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sequent to the exposure draft, commented that the SOP should be reexposed 
for public comment. Reasons cited include:
•  Approximately three years had passed between the end of the com­
ment period and AcSEC’s decision to issue the SOP.
•  AcSEC made significant revisions to the SOP subsequent to releasing 
the exposure draft for comment.
Considering whether a proposed standard should be reexposed for public 
comment is inherently a subjective process. Factors that AcSEC considered 
include—
•  The significance of changes made to the exposure draft and whether 
those changes result in guidance that the public did not have an 
opportunity to consider.
•  Whether the scope was revised in such a way th a t affected entities did 
not have an opportunity to comment.
•  New information about or changes in the nature of the transactions 
being considered, practice, or other factors.
AcSEC believes that the length of time between exposure and final issuance is 
not pertinent to whether the SOP should be reexposed for public comment.
B.5. Based on consideration of the factors identified, AcSEC believes that 
the SOP should not be reexposed for public comment. AcSEC notes that 
although the SOP has been revised based on comments received on the expo­
sure draft, those revisions do not change the overall model in the SOP. Those 
revisions were made primarily to clarify the SOP and improve its operational­
ly .  Further, AcSEC believes that the project received a high level of attention 
from interested parties. AcSEC provided working drafts to interested parties 
and those parties provided input throughout the process, up to and including 
the Financial Accounting Standard Board’s and the Governmental Accounting 
Standards Board’s clearance of the SOP for issuance.
B.6. Appendix C discusses the key issues in the exposure draft and com­
ments received on those issues, as well as the basis for AcSEC’s conclusions on 
those and certain other issues.
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APPENDIX C 
Basis for Conclusions
C.1. This section discusses considerations that were deemed significant by 
members of the Accounting Standards Executive Committee (AcSEC) in reach­
ing the conclusions in this Statem ent of Position (SOP). It includes reasons for 
accepting certain views and rejecting others. Individual AcSEC members gave 
greater weight to some factors than to others.
Overall Framework
C.2. This SOP uses the model in SOP 87-2, Accounting for Joint Costs of 
Informational Materials and Activities of Not-for-Profit Organizations That 
Include a Fund-Raising Appeal, as a starting point and clarifies guidance that 
was unclear, provides more detailed guidance, revises some guidance, and 
expands the scope of costs covered to include all costs of joint activities. The 
model established by SOP 87-2 was to account for joint costs as fund raising 
unless an entity could demonstrate th a t a program or management and general 
function had been conducted. SOP 87-2 used verifiable indications of the 
reasons for conducting the activity, such as content, audience, the action 
requested, if any, and other corroborating evidence as a basis for determining 
whether a program or management and general function had been conducted.
C.3. On an overall basis, the majority of respondents who commented on 
the September 1993 exposure draft of a proposed SOP, Accounting for Costs of 
Materials and Activities of Not-for-Profit Organizations and State and Local 
Governmental Entities That Include a Fund-Raising Appeal, opposed it, for 
various reasons, including the following:
•  The guidance in SOP 87-2 is operational, results in sound financial 
reporting, and should be retained.
•  The guidance in SOP 87-2 should be retained but clarified.
•  The guidance proposed in the exposure draft should be revised. (Some 
commented th a t it overstates fund raising; others commented th a t it 
understates fund raising.)
C.4. AcSEC concluded that it supports the model in the exposure draft, 
subject to certain revisions. AcSEC believes that this SOP provides clear, 
detailed accounting guidance that, when applied, will increase comparability 
of financial statements. Those statements will also include more meaningful 
disclosures without incurring increased costs.
C.5. Some respondents commented that the model in the exposure draft 
would adversely affect entities both financially and operationally. Various 
reasons were given, including the following:
•  It would inhibit the ability of entities, particularly small entities and 
entities th a t raise contributions through direct solicitations, to gener­
ate the necessary revenue to perform their program services.
•  Most entities would not meet the criteria in this SOP for reporting 
costs of joint activities as program or management and general, 
because they m ust combine their mission statements, public informa­
tion and education, and fund-raising appeals due to a lack of resources. 
Some noted that this may result in unsatisfactory ratings from public 
watchdog groups.
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AcSEC did not find these arguments compelling. This SOP provides accounting 
guidance; it provides no guidance concerning how entities should undertake 
their activities. Also, this SOP does not prohibit allocation merely because 
activities carrying out different functions are combined. In fact, this SOP 
provides guidance for reporting costs as program or management and general 
in circumstances in which those activities are combined with fund-raising. 
Moreover, actions taken by financial statem ent users are not the direct result 
of the requirements of this SOP. Rather, those actions may result from more 
relevant and useful information on which to base decisions.
C.6. Some respondents commented th a t the exposure draft is biased to­
ward reporting expenses as fund raising. AcSEC believes that determining 
whether the costs of joint activities should be classified as program, manage­
ment and general, or fund raising sometimes is difficult, and such distinctions 
sometimes are subject to a high degree of judgment. AcSEC believes that 
external financial statem ent users focus on and have perceptions about 
amounts reported as program, management and general, and fund raising. 
That focus and those perceptions provide incentives for entities to report 
expenses as program or management and general rather than fund raising. 
Therefore, in circumstances in which joint activities are conducted, a presump­
tion exists that expenses should be reported as fund raising ra ther than as 
program or management and general. The criteria in this SOP provide guidance 
for entities to overcome that presumption.
Accounting for Joint Activities
C.7. This SOP requires th a t if any of the criteria of purpose, audience, and 
content are not met, all costs of the activity should be reported as fund raising, 
including costs that otherwise might be considered program or management 
and general costs if they had been incurred in a different activity, subject to the 
exception in the following sentence. Costs of goods or services provided in 
exchange transactions that are part of joint activities, such as costs of direct 
donor benefits of a special event (for example, a meal), should not be reported 
as fund raising. (This SOP expands on the model established by SOP 87-2 by 
including all costs of joint activities other than costs of goods or services 
provided in exchange transactions, rather than merely joint costs.) AcSEC 
believes that the criteria of purpose, audience, and content are each relevant 
in determining whether a joint activity should be reported as fund raising, 
program, or management and general because each provides significant evi­
dence about the benefits expected to be obtained by undertaking the activity.
C.8. Some respondents commented th a t reporting costs th a t otherwise 
might be considered program or management and general costs if they had been 
incurred in a different activity as fund raising is misleading and that the scope 
of the SOP should include only joint costs of joint activities. Some commented 
th a t reporting costs that otherwise might be considered program or manage­
ment and general costs if they had been incurred in a different activity as fund 
raising conflicts with Financial Accounting Standards Board (FASB) State­
ment of Financial Accounting Standards No. 117, Financial Statements of 
Not-for-Profit Organizations, which defines fund raising, program, and man­
agement and general and requires not-for-profit organizations (NPOs) to report 
information about expenses using those functional classifications.
C.9. AcSEC believes th a t the purpose for which costs other than  joint 
costs are incurred may be fund raising, program, or management and general,
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depending on the context in which they are used in the activity undertaken. 
For example, a program-related pamphlet may be sent to an audience in need 
of the program. In th a t context, the pamphlet is used for program purposes. 
However, in order to demonstrate to potential donors that the entity’s programs 
are worthwhile, that same pamphlet may be sent to an audience th a t is likely 
to contribute, but th a t has no need or reasonable potential for use of the 
program. In that context, the pamphlet is used for fund raising. AcSEC believes 
this broader scope will result in more comparability and more meaningful 
financial reporting by covering all costs of activities that include fund raising 
and by assigning those costs to the function for which they are incurred, 
consistent with the guidance in Statem ent No. 117.
C.10. AcSEC believes that costs of goods or services provided in exchange 
transactions should not be charged to fund raising because those costs are 
incurred in exchange for revenues other than contributions.
Criteria of Purpose, Audience, and Content 
Call For Action
C.11. The definition of program in FASB Statement No. 117 includes 
public education. As noted in paragraph C.6, AcSEC believes that in circum­
stances in which joint activities are conducted, a presumption exists that 
expenses should be reported as fund raising rather than as program or m an­
agement and general. AcSEC believes th a t in order to overcome th a t presump­
tion, it is not enough that (a) the purpose of the activity include educating the 
public about causes, (b) the audience has a need or reasonable potential for use 
of any educational component of the activity pertaining to causes, or (c) the 
audience has the ability to assist the entity in meeting the goals of the program 
component of the activity by becoming educated about causes. Therefore, 
AcSEC concluded th a t for purposes of this SOP, in order to conclude that the 
criteria of purpose, audience, and content are met program activities are 
required to call for specific action by the recipient (other than becoming 
educated about causes) th a t will help accomplish the entity’s mission. As 
discussed in paragraph 9, in certain circumstances educational activities may 
call for specific action by the recipient that will help accomplish the entity’s 
mission.
Purpose
C.12. AcSEC believes meeting the purpose criterion demonstrates that the 
purpose of the activity includes accomplishing program or management and 
general functions. Inherent in the notion of a joint activity is that the activity 
has elements of more than one function. Accordingly, the purpose criterion 
provides guidance for determining whether the purpose of the activity includes 
accomplishing program or management and general functions in addition to 
fund raising.
Compensation and Evaluation Tests
C.13. The exposure draft proposed th a t all costs of the joint activity should 
be charged to fund raising if (a) substantially all compensation or fees for 
performing the activity are based on amounts raised or (b ) the evaluation of the 
party performing the activity is based on amounts raised. Some respondents 
commented that basing the method of compensation or evaluating the performance
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of the party  performing the activity based on contributions raised should 
not lead to the conclusion th a t all costs of the activity should be charged to 
fund raising. Others commented th a t the method of compensation is unre­
lated to w hether the purpose criterion is met. The reasons given included 
the following:
•  It is counterintuitive to imply th a t those performing multipurpose 
activities that include fund raising would not be compensated or 
evaluated based on amounts raised.
•  Such guidance would create a bias toward entities that use employees 
to raise contributions and against entities th a t hire professional fund 
raisers and public relations firms and is therefore not neutral.
Some respondents gave examples of circumstances in which substantially all 
compensation is based on contributions raised and asserted that the activity 
was nevertheless a program activity. In each of those examples, AcSEC consid­
ered all the facts presented and concluded that the activity was fund raising.
C.14. AcSEC continues to support the spirit of the proposed guidance, 
because AcSEC believes that basing a majority of compensation on funds raised 
is persuasive evidence th a t the activity is a fund-raising activity. Nevertheless, 
AcSEC believes that the proposed guidance was unclear and would be difficult 
to implement, primarily because of the broad definition of “based on contribu­
tions raised” included in the glossary of the exposure draft. In connection with 
that issue, AcSEC was concerned th a t any joint activities performed by a 
fund-raising department or by individuals whose duties include fund raising, 
such as executive officers of small NPOs who are employed based on their 
ability to raise contributions, would be required to be reported as fund raising 
because the compensation of the parties performing those activities is based on 
amounts raised. Also, AcSEC had concerns that it would be difficult to deter­
mine whether fixed contract amounts were negotiated based on expected 
contributions. Therefore, AcSEC concluded that the compensation test should 
be revised to provide that the purpose criterion is not met if a majority of 
compensation or fees for any party’s performance of any component of the 
discrete joint activity varies based on contributions raised for that discrete joint 
activity. AcSEC believes th a t guidance is sound and is operational.
C.15. AcSEC believes that the guidance in paragraph 10a is not biased 
against entities that hire professional fund raisers, because it applies to the 
entity’s employees as well as professional fund raisers. For example, if a 
majority of an employee’s compensation or fees for performing a component of 
a discrete joint activity varies based on contributions raised for th a t discrete 
joint activity, the purpose criterion is not met.
Similar Function-Similar Medium Test
C.16. Some respondents misinterpreted the exposure draft as providing 
that, in order to meet the purpose criterion, the program or management and 
general activity must be conducted without the fund-raising component, using 
the same medium and on a scale that is similar to or greater than the program 
or management and general component of the activity being accounted for. That 
was not a requirement proposed by the exposure draft. The exposure draft 
proposed that meeting that condition would result in meeting the purpose 
criterion. Failing the criterion merely leads to consideration of other evidence, 
such as the indicators in paragraph 11. AcSEC has revised the SOP to state 
this more clearly.
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C.17. The compensation test and the similar function-similar medium 
test may not always be determinative because the attributes th a t they con­
sider may not be present. Therefore, this SOP includes indicators th a t should 
be considered in circumstances in which the compensation test and the similar 
function-similar medium test are not determinative. The nature of those 
indicators is such th a t they may be present in varying degrees. Therefore, all 
available evidence, both positive and negative, should be considered to deter­
mine whether, based on the weight of th a t evidence, the purpose criterion is 
met.
Audience
C.18. The exposure draft proposed th a t if the audience for the materials or 
activities is selected principally on its ability or likelihood to contribute, the 
audience criterion is not met and all the costs of the activity should be charged 
to fund raising. Further, the exposure draft proposed th a t if the audience is 
selected principally based on its need for the program or because it can assist 
the entity in meeting its program goals other than by financial support provided 
to the entity, the audience criterion is met. Some respondents commented that 
that audience criterion is too narrow, because it is based on the principal reason 
for selecting the audience. They asserted that for some activities no principal 
reason exists for selecting an audience; entities select the audience for those 
activities for multiple reasons, such as both the audience’s ability to contribute 
and its ability to help meet program goals. Some commented th a t for some 
activities, entities select audiences th a t have provided past financial support 
because, by providing financial support, those audiences have expressed an 
interest in the program.
C.19. AcSEC believes that meeting the audience criterion should demon­
strate th a t the audience is selected because it is a suitable audience for 
accomplishing the activity’s program or management and general functions. 
Therefore, the reasons for selecting the audience should be consistent with the 
program or management and general content of the activity. However, AcSEC 
believes it is inherent in the notion of joint activities that the activity has 
elements of more than one function, including fund raising, and acknowledges 
th a t it may be difficult to determine the principal reason for selecting the 
audience. Accordingly, AcSEC concluded th a t if the audience includes prior 
donors or is otherwise selected based on its ability or likelihood to contribute, 
a rebuttable presumption should exist th a t the audience was selected to raise 
funds. AcSEC believes th a t the reasons for selecting the audience that can 
overcome th a t presumption, which are included in paragraph 13 of this SOP, 
demonstrate that the audience is selected because it is a suitable audience for 
accomplishing the activity’s program or management and general functions 
based on the program or management and general content of the activity.
Content
C.20. AcSEC believes th a t meeting the content criterion demonstrates that 
the content of the activity supports program or management and general 
functions. AcSEC believes that accounting guidance should not impose value 
judgments about whether the entity’s mission, programs, and responsibilities 
are worthwhile. Therefore, whether the content criterion is met depends on the 
relationship of the content to the entity’s mission, programs, and management 
and general responsibilities.
Other Evidence
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C.21. Paragraph 14 provides that, to meet the content criterion, program 
activities should call for specific action by the recipient that will help accom­
plish the entity’s mission. The exposure draft proposed that slogans, general 
calls to prayer, and general calls to protest do not meet the content criterion; 
some respondents disagreed. AcSEC concluded that this SOP should be silent 
concerning whether slogans, general calls to prayer, and general calls to protest 
are calls to action th a t meet the content criterion. AcSEC believes that deter­
mining whether those items are calls to action that meet the content criterion 
requires judgments based on the particular facts and circumstances.
C.22. Some respondents commented th a t educating the public about 
causes without calling for specific action should satisfy the content criterion. 
They noted that this is particularly relevant for NPOs subject to Internal 
Revenue Code (IRC) Section 501(c)4, because those NPOs are involved in 
legislative reform. Also, some noted that it may be the entity’s mission or goal 
to educate the public about causes. They believe that, in those cases, the NPO’s 
program is to educate the public about causes without necessarily calling for 
specific action by the recipient.
C.23. As discussed in paragraph C.11, AcSEC concluded that education 
that does not motivate the audience to action is in fact done in support of fund 
raising. However, this SOP acknowledges that some educational messages 
motivate the audience to specific action, and those messages meet the content 
criterion. AcSEC believes that that provision will result in the activities of some 
NPOs subject to IRC Section 501(c)4 (and some other entities, whose mission 
or goal is to educate the public) meeting the content criterion.
C.24. Paragraph 13c provides that one way that the audience criterion is 
met is if the entity is required to direct the management and general component 
of the activity to the particular audience. Further, as discussed in paragraph
D.13, in Discussion of Conclusions, an audience that includes prior donors and 
is selected because the entity is required to send them certain information to 
comply with requirements of the Internal Revenue Service (IRS) is an example 
of an audience th a t is selected because the entity is required to direct the 
management and general component of the activity to that audience. Para­
graph 14b provides that one way that the content criterion is met is if the 
activity fulfills one or more of the entity’s management and general responsi­
bilities through a component of the joint activity. However, footnote 9 to 
paragraph 14b provides that disclosures made when soliciting contributions to 
comply with requirements of states or other regulatory bodies are considered 
fund-raising activities, and are not considered management and general activi­
ties. AcSEC considered whether it is inconsistent to conclude both th a t (a) 
activities conducted to comply with requirements of regulatory bodies concern­
ing contributions that have been received are management and general activi­
ties, and that (b) activities conducted to comply with requirements of regulatory 
bodies concerning soliciting contributions are fund-raising activities. AcSEC 
believes th a t those provisions are not inconsistent. AcSEC believes there is a 
distinction between (a) requirements that must be met as a result of receiving 
contributions and (b) requirements that must be met in order to solicit contri­
butions. AcSEC believes that activities that are undertaken as a result of 
receiving contributions are management and general activities while activities 
th a t are undertaken in order to solicit contributions are fund-raising activities.
Incidental Activities
C.25. Many entities conduct fund-raising activities in conjunction with 
program or management and general activities that are incidental to such program
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or management and general activities. Similarly, entities may conduct program 
or management and general activities in conjunction with fund-raising activi­
ties th a t are incidental to such fund-raising activities. Such efforts may be a 
practical and efficient means for entities to conduct activities, although the 
principal purpose of the activity may be to fulfill either fund-raising, program, 
or management and general functions. The exposure draft proposed that 
incidental activities need not be considered in applying this SOP. Some respon­
dents disagreed with that guidance, while others commented that it was 
confusing. AcSEC continues to support th a t guidance. AcSEC believes that 
guidance is necessary to avoid requiring complex allocations in circumstances 
in which the criteria of purpose, audience, and content are met but the activity 
is overwhelmingly either fund raising, program, or management and general.
Allocation Methods
C.26. Respondents had various comments concerning allocation methods, 
including the following:
•  The SOP should focus on allocation methods rather than on circum­
stances in which entities should allocate.
•  The SOP should prescribe allocation methods.
•  The approach taken in the SOP—discussing, ra ther than requiring or 
prohibiting allocation methods—is sound.
•  Certain allocation methods should be prohibited.
•  The SOP should set maximum allocation percentages.
AcSEC believes that no particular allocation method or methods are necessarily 
more desirable than other methods in all circumstances. Therefore, this SOP 
neither prescribes nor prohibits any particular allocation methods. AcSEC 
believes entities should apply the allocation methods that result in the most 
reasonable cost allocations for their activities. Appendix F of this SOP illus­
trates several allocation methods, any one of which may result in a reasonable 
or unreasonable allocation of costs in particular circumstances. The methods 
illustrated are not the only acceptable methods. However, AcSEC believes that 
the methods illustrated in this SOP are among those most likely to result in 
meaningful cost allocations.
C.27. Accounting Principles Board (APB) Opinion No. 20, Accounting 
Changes, states in paragraph 7 th a t “the term accounting principle includes 
‘not only accounting principles and practices but also the methods of applying 
them.’” APB Opinion 20 also states in paragraphs 15 and 16 that
. . .  In the preparation of financial statements there is a presumption that an 
accounting principle once adopted should not be changed in accounting for 
events and transactions of a similar type . . . .  The presumption that an entity 
should not change an accounting principle may be overcome only if the enter­
prise justifies the use of an alternative acceptable accounting principle [alloca­
tion method] on the basis that it is preferable.
A change in cost allocation methodology may be a change in accounting 
principle for entities covered by this SOP. Accordingly, paragraph 16 of this 
SOP provides that the cost allocation methodology used should be applied 
consistently, given similar facts and circumstances.
Disclosures
C.28. Respondents made various comments concerning the required and 
encouraged disclosures, including recommendations for additional disclosures
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and recommendations that certain disclosures be deleted. AcSEC was not 
persuaded that the costs of the other disclosures recommended by respondents 
are justified by their benefits. AcSEC believes that, with the exception of one 
disclosure, the disclosures prescribed by the exposure draft provide relevant 
information about the kinds of activities for which joint costs have been 
incurred and the m anner in which those costs are reported in the financial 
statements. In considering disclosures proposed by the exposure draft about 
the allocation method, AcSEC observed th a t there are no requirements to 
disclose methods of allocating other expenses and questioned the utility of 
disclosing the allocation method in this circumstance. AcSEC concluded that 
the requirement to disclose the allocation method should be deleted.
C.29. Paragraph 19 encourages, but does not require, certain disclosures. 
AcSEC believes those disclosures provide useful information but that they 
should be encouraged ra ther than required because the costs of making them 
may not be justified by the benefits in all cases.
Effective Date
C.30. Some respondents commented th a t the effective date should be 
deferred. AcSEC believes th a t the accounting systems required to implement 
this SOP are already in place and that implementation should be relatively 
straightforward. However, AcSEC acknowledges th a t some entities may 
change their operations based on the reporting that would result from this SOP. 
Therefore, AcSEC concluded that this SOP should be effective for financial 
statements for years beginning on or after December 15, 1998.
Cost-Benefit
C.31. Some respondents commented th a t the guidance would increase 
record keeping costs. AcSEC believes that implementing this SOP will not 
significantly increase record keeping costs, which are primarily the costs of 
documenting reasons for undertaking joint activities. Further, AcSEC believes 
that the costs of making the disclosures required by this SOP should be 
minimal, because entities should already have the information that is required 
to be disclosed. AcSEC believes that implementing this SOP will result in more 
relevant, meaningful, and comparable financial reporting and that the cost of 
implementing this SOP will be justified by its benefits.
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Discussion of Conclusions 
Scope
D.1. This Statem ent of Position (SOP) applies only to costs of joint activi­
ties. It does not address allocations of costs in other circumstances.
Reporting Models and Related Requirements
D.2. Paragraph 26 of Financial Accounting S tandards Board (FASB) 
Statem ent of Financial Accounting Standards No. 117, Financial Statements 
of Not-for-Profit Organizations, specifies that a statem ent of activities or notes 
to the financial statements should provide information about expenses reported 
by their functional classification, such as major classes of program services 
and supporting activities. Paragraph 13.35 of the AICPA Audit and Account­
ing Guide Not-for-Profit Organizations provides that the financial statem ents 
of not-for-profit organizations (NPOs) should disclose the total fund-raising 
expenses.
D.3. Governmental Accounting Standards Board (GASB) Statem ent No. 
29, The Use of Not-for-Profit Accounting and Financial Reporting Principles by 
Governmental Entities, provides that governmental entities should not change 
their accounting and financial reporting to apply the provisions of FASB 
Statements No. 116 , Accounting for Contributions Received and Contributions 
Made, and No. 117. GASB Statement No. 29 permits governmental entities that 
have applied the accounting and financial reporting principles in SOP 78-10, 
Accounting Principles and Reporting Practices for Certain Nonprofit Organiza­
tions, or in the AICPA Industry Audit Guide Audits of Voluntary Health and 
Welfare Organizations* (modified by all applicable FASB pronouncements 
issued through November 30, 1989, and by most applicable GASB pronounce­
ments) to continue to do so, pending GASB pronouncements on the accounting 
and financial reporting model for governmental entities. Alternatively, those 
governmental entities are permitted to change to the current governmental 
financial reporting model.
The AICPA Audit and Accounting Guides A udits o f Colleges and Universities, Audits of 
Voluntary Health and Welfare Organizations, and A udits o f Certain Nonprofit Organizations were 
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organiza­
tions. However, because the accounting guidance contained in these Guides remained applicable to 
certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental 
College and University Accounting and Financial Reporting Models, and 29, The Use o f Not-for-Profit 
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to 
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s 
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and  
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the 
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling 
these Guides.
Accordingly, Audits o f Colleges and Universities, Audits o f Voluntary Health and Welfare Organiza­
tions, and A udits of Certain Nonprofit Organizations will no longer be included as part of this 
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance 
in these Guides will no longer be applicable to any governmental entities. Please note that the Guides 
have not been updated since 1994. Therefore, if  you already have a Guide, and choose to continue 
using it until the phase-in period is complete, you must consider guidance issued since they were last 
updated.
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D.4. GASB Statem ent No. 15, Governmental College and University Ac­
counting and Financial Reporting Models, requires governmental colleges and 
universities to use one of two accounting and financial reporting models. One 
model, referred to as the “AICPA College Guide Model,” encompasses the 
accounting and financial reporting guidance in the 1973 AICPA Industry Audit 
Guide Audits of Colleges and Universities,* as amended by SOP 74-8, Financial 
Accounting and Reporting by Colleges and Universities, and as modified by 
applicable FASB pronouncements issued through November 3 0 , 1989, and all 
applicable GASB pronouncements. (The other model, referred to as the “Gov­
ernmental Model,” is based on the pronouncements of the National Council on 
Governmental Accounting [NCGA] and the GASB.)
D.5. For state and local governmental entities, some are required to report 
expenses by function using the functional classifications of program, manage­
ment and general, and fund raising. Other state and local governmental 
entities th a t report expenses or expenditures by function have a functional 
structure that does not include fund raising, program, or management and 
general. Still other state and local governmental entities do not report expenses 
or expenditures by function. Examples of those various reporting requirements 
are as follows:
•  Entities applying the accounting and financial reporting principles in 
the AICPA Industry Audit Guide Audits of Voluntary Health and 
Welfare Organizations,* as well as those that follow SOP 78-10 and 
that receive significant amounts of contributions from the public, are 
required to report separately the costs of the fund-raising, program, 
and management and general functions.
•  Entities applying the accounting and financial reporting principles in 
the AICPA Industry Audit Guide Audits of Colleges and Universities, 
as amended by SOP 74-8, are required to report fund raising as part 
of the “institutional support” function.
D.6. As discussed in footnote 3 to paragraph 1 of this SOP, this SOP is not 
intended to require reporting the functional classifications of fund raising, 
program, and management and general. Rather, those functional classifica­
tions are discussed throughout this SOP for purposes of illustrating how the 
guidance in this SOP would be applied by entities that use those functional 
classifications. Entities th a t do not use the functional classifications of fund
* The AICPA Audit and Accounting Guides A udits o f Colleges and Universities, Audits of 
Voluntary Health and Welfare Organizations, and A udits of Certain Nonprofit Organizations were 
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organiza­
tions. However, because the accounting guidance contained in these Guides remained applicable to 
certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental 
College and University Accounting and Financial Reporting Models, and 29, The Use o f Not-for-Profit 
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to 
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Managements 
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and 
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the 
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling 
these Guides.
Accordingly, Audits o f Colleges and Universities, Audits o f Voluntary Health and Welfare Organiza­
tions, and Audits o f Certain Nonprofit Organizations will no longer be included as part of this 
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance 
in these Guides will no longer be applicable to any governmental entities. Please note that the Guides 
have not been updated since 1994. Therefore, if  you already have a Guide, and choose to continue 
using it until the phase-in period is complete, you must consider guidance issued since they were last 
updated.
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raising, program, and management and general should apply the guidance in 
this SOP for purposes of accounting for joint activities, using their reporting 
model. For example, some entities may conduct membership-development 
activities. As discussed in the Glossary of this SOP, if there are no significant 
benefits or duties connected with membership, the substance of the member­
ship-development activities may, in fact, be fund raising. In such circum­
stances, the costs of those activities should be charged to fund raising. To the 
extent th a t member benefits are received, membership is an exchange trans­
action. In circumstances in which membership development is in part soliciting 
revenues from exchange transactions and in part soliciting contributions and 
the purpose, audience, and content of the activity are appropriate for achieving 
membership development, joint costs should be allocated between fund raising 
and the exchange transaction.
Assigning Costs of Joint Activities
D.7. Paragraph 7 provides: “If the criteria of purpose, audience, and con­
tent are met, the costs of a joint activity that are identifiable with a particular 
function should be charged to th a t function and joint costs should be allocated 
between fund raising and the appropriate program or management and general 
function. If any of the criteria are not met, all costs of the joint activity should 
be reported as fund-raising costs, including costs th a t otherwise might be 
considered program or management and general costs if they had been incurred 
in a different activity.. . . ” For example, if the criteria are met, the costs of 
m aterials th a t accomplish program goals and th a t are unrelated to fund 
raising, such as the costs of a program-related pamphlet included in a joint 
activity, should be charged to program, while joint costs, such as postage, should 
be allocated between fund raising and program. However, if the pamphlet is 
used in fund-raising packets and the criteria are not met, the costs of the 
pamphlets used in the fund-raising packets, as well as the joint costs, should 
be charged to fund raising. (If some pamphlets are used in program activities 
that include no fund raising, the cost of the pamphlets used in those separate 
program activities that include no fund raising should be charged to program.)
Educational Activities
D.8. Some entities have missions th a t include educating the public (stu­
dents) in areas other than causes. Paragraph 9 provides that, for those entities, 
educating the audience in areas other than causes or motivating the audience 
to engage in specific activities, such as attending a lecture or class, that will 
educate them in areas other than causes is considered a call for specific action 
by the recipients th a t will help accomplish the entity’s mission. Educating the 
audience about causes or motivating the audience to engage in specific activi­
ties that will educate them about causes without educating them in other 
subjects is not considered a call for specific action by the audience th a t will help 
accomplish the entity’s mission. An example of a lecture or class that will 
educate students in an area other than causes is a lecture on the nesting habits 
of the bald eagle, given by the Save the Bald Eagle Society, an NPO whose 
mission is to save the bald eagle from extinction and educate the public about 
the bald eagle. An example of a lecture or class that will address particular 
causes is a lecture by the Bald Eagle Society on the potential extinction of bald 
eagles and the need to raise contributions to prevent their extinction. For 
purposes of applying the guidance in this SOP, motivating the audience to 
attend a lecture on the nesting habits of the bald eagle is a call for specific action
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th a t will help accomplish the entity’s mission. If the lecture merely addresses 
the potential extinction of bald eagles and the need to raise contributions to 
prevent their extinction, without addressing the nesting habits of the bald 
eagle, motivating the audience to attend the lecture is not considered a call for 
specific action by the recipient th a t will help accomplish the entity’s mission.
D.9. AcSEC notes that most transactions in which a student attends a 
lecture or class are exchange transactions and are not joint activities. Such 
transactions are joint activities only if the activity includes fund raising.
Audience
D.10. Paragraph 12 provides th a t a rebuttable presumption exists th a t the 
audience criterion is not met if the audience includes prior donors or is 
otherwise selected based on its ability or likelihood to contribute to the entity. 
That presumption can be overcome if the audience is also selected for the 
program or management and general reasons specified in paragraph 13. 
Further, paragraph 12 provides that in determining whether that presumption 
is overcome, entities should consider the extent to which the audience is 
selected based on its ability or likelihood to contribute to the entity and contrast 
that with the extent to which it is selected for the reasons that may overcome 
that presumption. Some organizations conduct joint activities that are special 
events, such as symposia, dinners, dances, and theater parties, in which the 
attendee receives a direct benefit (for example, a meal or theater ticket) and 
for which the admission price includes a contribution. For example, it may cost 
$500 to attend a dinner with a fair value of $50. In that case, the audience is 
required to make a $450 contribution in order to attend. In circumstances in 
which the audience is required to make a contribution to participate in a joint 
activity, such as attending a special event, the audience’s ability or likelihood 
to contribute is a significant factor in its selection. Therefore, in circumstances 
in which the audience is required to make a contribution to participate in a joint 
activity, the extent to which the audience is selected for the program or manage­
ment and general reasons in paragraph 13 must be overwhelmingly signifi­
cant in order to rebut the presumption th a t the audience criterion is not met.
D .11. The source of the names and the characteristics of the audience 
should be considered in determining the reason for selecting the audience. 
Some entities use lists compiled by others to reach new audiences. The source 
of such lists may indicate the purpose or purposes for which they were selected. 
For example, lists acquired from entities with similar or related programs are 
more likely to meet the audience criterion than are lists acquired from entities 
with dissimilar or unrelated programs. Also, the characteristics of those on the 
lists may indicate the purpose or purposes for which they were selected. For 
example, a list based on a consumer profile of those who buy environmentally 
friendly products may be useful to an entity whose mission addresses environ­
mental concerns and could therefore indicate that the audience was selected 
for its ability to take action to assist the entity in meeting program goals. 
However, a list based on net worth would indicate th a t the audience was 
selected based on its ability or likelihood to contribute, unless there was a 
correlation between net worth and the program or management and general 
components of the activity.
D.12. Some audiences may be selected because they have an interest in or 
affinity to the program. For example, homeowners may have an interest in the 
homeless because they are sympathetic to the plight of the homeless. Never­
theless, including homeowners in the audience of a program activity to provide
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services to the homeless would not meet the audience criterion, because they 
do not have a need or reasonable potential for use of services to the homeless.
D.13. Paragraph 13c provides th a t the audience criterion is met if the 
entity is required to direct the management and general component of the joint 
activity to the particular audience or the audience has reasonable potential for 
use of the management and general component. An example of a joint activity 
in which the audience is selected because the entity is required to direct the 
management and general component of the joint activity to the particular 
audience is an activity in which the entity sends a written acknowledgment or 
other information to comply with requirements of the Internal Revenue Service 
to prior donors and includes a request for contributions. An example of a joint 
activity in which the audience is selected because the audience has reasonable 
potential for use of the management and general component is an activity in 
which the entity sends its annual report to prior donors and includes a request 
for contributions.
Content
D.14. Paragraph 14 provides that, to meet the content criterion, program 
activities should call for specific action by the recipient that will help accom­
plish the entity’s mission. As discussed in the Glossary, the action should 
benefit the recipient or society. Examples of actions th a t benefit the recipient 
(such as by improving the recipient’s physical, mental, emotional, or spiritual 
health and well-being) or society (such as by addressing societal problems) 
include the following:
а. Actions that benefit the recipient:
•  Stop smoking. Specific methods, instructions, references, and 
resources should be suggested.
•  Do not use alcohol or drugs. Specific methods, instructions, 
references, and resources should be suggested.
b. Actions th a t benefit society:
•  Write or call. The party to communicate with and the subject 
m atter to be communicated should be specified.
•  Complete and return the enclosed questionnaire. The results of 
the questionnaire should help the entity achieve its mission. For 
example, if the entity discards the questionnaire, it does not help 
the entity achieve its mission.
•  Boycott. The particular product or company to be boycotted 
should be specified.
D.15. Paragraph 14b provides th a t to meet the content criterion, manage­
ment and general functions are required to fulfill one or more of the entity’s 
management and general responsibilities through a component of the joint 
activity. Some states or other regulatory bodies require th a t certain disclosures 
be included when soliciting contributions. Paragraph 14, footnote 9, of this SOP 
provides th a t for purposes of applying the guidance in this SOP, communica­
tions that include such required disclosures are considered fund-raising activi­
ties and are not considered management and general activities. Some examples 
of such disclosures include the following:
•  Information filed with the attorney general concerning this charitable 
solicitation may be obtained from the attorney general of [the state] by 
calling 123-4567. Registration with the attorney general does not 
imply endorsement.
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•  A copy of the registration and financial information may be obtained 
from the Division of Consumer Services by calling toll-free, within [the 
state], 1-800-123-4567. Registration does not imply endorsement, ap­
proval, or recommendation by [the state].
•  Information about the cost of postage and copying, and other informa­
tion required to be filed under [the state] law, can be obtained by calling 
123-4567.
•  The organization’s latest annual report can be obtained by calling 
123-4567.
Allocation Methods
D.16. Paragraph 16 of this SOP states, “The cost allocation methodology 
used should be rational and systematic, it should result in an allocation of joint 
costs that is reasonable, and it should be applied consistently given similar facts 
and circumstances.” The allocation of joint costs should be based on the degree 
to which costs were incurred for the functions to which the costs are allocated 
(that is, program, management and general, or fund raising). For purposes of 
determining whether the allocation methodology for a particular joint activity 
should be consistent with methodologies used for other particular joint activi­
ties, facts and circumstances that may be considered include factors related to 
the content and relative costs of the components of the activity. The audience 
should not be considered in determining whether the facts and circumstances 
are similar for purposes of determining whether the allocation methodology for 
a particular joint activity should be consistent with methodologies used for 
other particular joint activities.
Practicability of Measuring Joint Costs
D.17. The Glossary of this SOP includes a definition of joint costs. Some 
costs, such as utilities, rent, and insurance, commonly referred to as indirect 
costs, may be joint costs. For example, the telephone bill for a department that, 
among other things, prepares materials that include both fund-raising and 
program components may commonly be referred to as an indirect cost. Such 
telephone bills may also be joint costs. However, for some entities, it is 
impracticable to measure and allocate the portion of the costs that are joint 
costs. Considerations about which joint costs should be measured and allocated, 
such as considerations about m ateriality and the costs and benefits of develop­
ing and providing the information, are the same as considerations about cost 
allocations in other circumstances.
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APPENDIX E
Illustrations of Applying the Criteria of Purpose, 
Audience, and Content to Determine Whether a 
Program or Management and General Activity 
Has Been Conducted
Illustration 1 
Facts
E .1. Entity A’s mission is to prevent drug abuse. Entity A’s annual report 
states th a t one of its objectives in fulfilling that mission is to assist parents in 
preventing their children from abusing drugs.
E.2. Entity A mails informational materials to the parents of all junior high 
school students explaining the prevalence and dangers of drug abuse. The 
materials encourage parents to counsel children about the dangers of drug 
abuse and inform them about how to detect drug abuse. The mailing includes 
a request for contributions. Entity A conducts other activities informing the 
public about the dangers of drug abuse and encouraging parents to counsel 
their children about drug abuse th a t do not include requests for contributions 
and th a t are conducted in different media. Entity A’s executive director is 
involved in the development of the informational materials as well as the 
request for contributions. The executive director’s annual compensation in­
cludes a significant bonus if total annual contributions exceed a predetermined 
amount.
Conclusion
E.3. The purpose, audience, and content criteria are met, and the joint costs 
should be allocated.
E.4. The activity calls for specific action by the recipient (encouraging parents 
to counsel children about the dangers of drug abuse and informing them about 
how to detect drug abuse) that will help accomplish the entity’s mission. There­
fore, the guidance in paragraph 10 should be considered. Neither of the factors 
in paragraph 10a or 106 is determinative of whether the purpose criterion is 
met. (Although Entity A’s executive director’s annual compensation varies 
based on annual contributions, the executive director’s compensation does not 
vary based on contributions raised for this discrete joint activity.) Therefore, 
other evidence, such as the indicators in paragraph 11, should be considered. 
The purpose criterion is met based on the other evidence, because (a) the 
program component of this activity calls for specific action by the recipient 
(encouraging parents to counsel children about the dangers of drug abuse) that 
will help accomplish the entity’s mission, and it otherwise conducts the program 
activity in this illustration without a request for contributions, and (b) perform­
ing such programs helps accomplish Entity A’s mission. (Note that had Entity 
A conducted the activity using the same medium on a scale that is similar to 
or greater than the scale on which it is conducted with the request for contri­
butions, the purpose criterion would have been met under paragraph 106.)
E.5. The audience criterion is met because the audience (parents of junior 
high school students) is selected based on its need to use or reasonable potential 
for use of the action called for by the program component.
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E.6. The content criterion is met because the activity calls for specific 
action by the recipient (encouraging parents to counsel children about the 
dangers of drug abuse and informing them about how to detect drug abuse) that 
will help accomplish the entity’s mission (assisting parents in preventing their 
children from abusing drugs), and it explains the need for and benefits of the 
action (the prevalence and dangers of drug abuse).
Illustration 2 
Facts
E.7. Entity B’s mission is to reduce the incidence of illness from ABC 
disease, which afflicts a broad segment of the population. One of Entity B’s 
objectives in fulfilling that mission is to inform the public about the effects and 
early warning signs of the disease and specific action th a t should be taken to 
prevent the disease.
E.8. Entity B maintains a list of its prior donors and sends them donor 
renewal mailings. The mailings include messages about the effects and early 
warning signs of the disease and specific action that should be taken to prevent 
it. That information is also sent to a similar-sized audience but without the 
request for contributions. Also, Entity B believes that recent donors are more 
likely to contribute than nondonors or donors who have not contributed re­
cently. Prior donors are deleted from the mailing list if they have not contrib­
uted to Entity B recently, and new donors are added to the list. There is no 
evidence of a correlation between recent contributions and participation in the 
program component of the activity. Also, the prior donors’ need to use or 
reasonable potential for use of the messages about the effects and early warning 
signs of the disease and specific action th a t should be taken to prevent it is an 
insignificant factor in their selection.
Conclusion
E.9. The purpose and content criteria are met. The audience criterion is 
not met.11 All costs, including those th a t might otherwise be considered 
program or management and general costs if they had been incurred in a 
different activity, should be charged to fund raising.
E.10. The activity calls for specific action by the recipient (action that 
should be taken to prevent ABC disease) th a t will help accomplish the entity’s 
mission. Therefore, the guidance in paragraph 10 should be considered. The 
purpose criterion is m et because (a) the program component of the activity 
calls for specific action by the recipient th a t will help accomplish the entity’s 
mission (to reduce the incidence of illness from the disease), and (b) the program 
is also conducted using the same medium on a scale th a t is sim ilar to or 
g reater than  the scale on which it is conducted with the request for contri­
butions (a sim ilar mailing is done without the request for contributions, to a 
similar-sized audience).
11 Paragraph 7 of this SOP provides that all costs of joint activities, except for costs of goods or 
services provided in exchange transactions that are part of joint activities, such as costs of direct 
donor benefits of a special event (for example, a meal), should be charged to fund raising if any of the 
criteria of purpose, audience, or content are not met. Accordingly, if  one or more criteria are not met, 
the other criteria need not be considered. However, the illustrations in this Appendix provide 
conclusions about whether each of the criteria would be met in circumstances in which one or more 
criteria are not met in order to provide further guidance.
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E .11. The audience criterion is not met. The rebuttable presumption that 
the audience criterion is not met because the audience includes prior donors is 
not overcome in this illustration. Although the audience has a need to use or 
reasonable potential for use of the program component, that was an insignifi­
cant factor in its selection.
E.12. The content criterion is met because the activity calls for specific 
action by the recipient (actions to prevent ABC disease) th a t will help accom­
plish the entity’s mission (to reduce the incidence of ABC disease), and it 
explains the need for and benefits of the action (to prevent ABC disease).
Illustration 3 
Facts
E.13. Entity C’s mission is to reduce the incidence of illness from ABC 
disease, which afflicts a broad segment of the population. One of Entity C’s 
objectives in fulfilling th a t mission is to increase governmental funding for 
research about ABC disease.
E.14. Entity C maintains a list of its prior donors and its employees call 
them on the telephone reminding them of the effects of ABC disease, asking for 
contributions, and encouraging them to contact their elected officials to urge 
increased governmental funding for research about ABC disease. The callers 
are educated about ABC, do not otherwise perform fund-raising functions, and 
are not compensated or evaluated based on contributions raised. Entity C’s 
research indicates th a t recent donors are likely to contact their elected officials 
about such funding while nonrecent donors are not. Prior donors are deleted 
from the calling list if they have not contributed to Entity C recently, and new 
donors are added to the list.
Conclusion
E.15. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.16. The activity calls for specific action by the recipient (contacting 
elected officials concerning funding for research about ABC disease) that will 
help accomplish the entity’s mission. Therefore, the guidance in paragraph 10 
should be considered. Neither of the factors in paragraph 10a or 10b is 
determinative of whether the purpose criterion is met. Therefore, other evi­
dence, such as the indicators in paragraph 11, should be considered. The 
purpose criterion is met based on the other evidence, because (a) the qualifica­
tions and duties of the personnel performing the activity indicate that it is a 
program activity (the callers are educated about ABC and do not otherwise 
perform fund-raising functions), (b) the method of compensation for performing 
the activity does not indicate th a t it is a fund-raising activity (the employees 
are not compensated or evaluated based on contributions raised), and (c) 
performing such programs helps accomplish Entity C’s mission.
E.17. The audience criterion is met because the audience (recent donors) 
is selected based on its ability to assist Entity C in meeting the goals of the 
program component of the activity (recent donors are likely to contact their 
elected officials about such funding while nonrecent donors are not).
E.18. The content criterion is met because the activity calls for specific 
action by the recipient (contacting elected officials concerning funding for re­
AAG-SLG APP L
336 State and Local Governmental Units (Non-GASB 34)
search about ABC disease) th a t will help accomplish the entity’s mission (to 
reduce the incidence of ABC disease), and it explains the need for and benefits 
of the action (to prevent ABC disease).
Illustration 4 
Facts
E.19. Entity D’s mission is to improve the quality of life for senior citizens. 
One of Entity D’s objectives included in th a t mission is to increase the physical 
activity of senior citizens. One of Entity D’s programs to attain  th a t objective 
is to send representatives to speak to groups about the importance of exercise 
and to conduct exercise classes.
E.20. Entity D mails a brochure on the importance of exercise that 
encourages exercise in later years to residents over the age of sixty-five in three 
zip code areas. The last two pages of the four-page brochure include a perforated 
contribution remittance form on which Entity D explains its program and 
makes an appeal for contributions. The content of the first two pages of the 
brochure is primarily educational; it explains how seniors can undertake a 
self-supervised exercise program and encourages them to undertake such a 
program. In addition, Entity D includes a second brochure on various exercise 
techniques that can be used by those undertaking an exercise program.
E.21. The brochures are distributed to educate people in this age group 
about the importance of exercising, to help them exercise properly, and to raise 
contributions for Entity D. These objectives are documented in a letter to the 
public relations firm that developed the brochures. The audience is selected 
based on age, without regard to ability to contribute. Entity D believes that 
most of the recipients would benefit from the information about exercise.
Conclusion
E.22. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated. (Note that the costs of the second brochure should be 
charged to program because all the costs of the brochure are identifiable with 
the program function.)
E.23. The activity calls for specific action by the recipient (exercising) that 
will help accomplish the entity’s mission. Therefore, the guidance in paragraph 
10 should be considered. Neither of the factors in paragraph 10a or 10b is 
determinative of whether the purpose criterion is met. Therefore, other evi­
dence, such as the indicators in paragraph 11, should be considered. The 
purpose criterion is met based on the other evidence, because (a) performing 
such programs helps accomplish Entity D’s mission, and (b) the objectives of 
the program are documented in a letter to the public relations firm that 
developed the brochure.
E.24. The audience criterion is met because the audience (residents over 
sixty-five in certain zip codes) is selected based on its need to use or reasonable 
potential for use of the action called for by the program component. 
E.25. The content criterion is met because the activity calls for specific 
action by the recipient (exercising) that will help accomplish the entity’s mission 
(increasing the physical activity of senior citizens), and the need for and benefits 
of the action are clearly evident (explains the importance of exercising).
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E.26. The facts are the same as those in Illustration 4, except th a t Entity 
E employs a fund-raising consultant to develop the first brochure and pays that 
consultant 30 percent of contributions raised.
Conclusion
E.27. The content and audience criteria are met. The purpose criterion 
is not met, however, because a majority of compensation or fees for the fund­
raising consultant varies based on contributions raised for this discrete joint 
activity (the fund-raising consultant is paid 30 percent of contributions raised). 
All costs should be charged to fund raising, including the costs of the second 
brochure and any other costs that otherwise might be considered program or 
management and general costs if they had been incurred in a different activity.
Illustration 6 
Facts
E.28. Entity F’s mission is to protect the environment. One of Entity F’s 
objectives included in th a t mission is to take action that will increase the 
portion of waste recycled by the public.
E.29. Entity F conducts a door-to-door canvass of a community that recy­
cles a low portion of its waste. The purpose of the activity is to help increase 
recycling by educating the community about environmental problems created 
by not recycling, and to raise contributions. Based on the information commu­
nicated by the canvassers, the need for and benefits of the action are clearly 
evident. The ability or likelihood of the residents to contribute is not a basis for 
communities selected, and all neighborhoods in the geographic area are covered 
if their recycling falls below a predetermined rate. The canvassers are selected 
from individuals who are well-informed about the organization’s environ­
mental concerns and programs and who previously participated as volunteers 
in program activities such as answering environmental questions directed to 
the organization and developing program activities designed to influence leg­
islators to take actions addressing those concerns. The canvassers have not 
previously participated in fund-raising activities.
Conclusion
E.30. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.31. The activity calls for specific action by the recipient (implicitly—to 
help increase recycling) th a t will help accomplish the entity’s mission. There­
fore, the guidance in paragraph 10 should be considered. Neither of the factors 
in paragraph 10a or 10b is determinative of whether the purpose criterion is 
met. Therefore, other evidence, such as the indicators in paragraph 11, should 
be considered. The purpose criterion is met based on the other evidence, because 
(a) the qualifications and duties of the personnel performing the activity 
indicate that it is a program activity (the canvassers are selected from individu­
als who are well-informed about the organization’s environmental concerns and
Illustration 5
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programs and who previously participated as volunteers in program activities 
such as answering environmental questions directed to the organization and 
developing program activities designed to influence legislators to take actions 
addressing those concerns), and (b) performing such programs helps accom­
plish Entity F’s mission (to protect the environment).
E.32. The audience criterion is met because the audience (neighborhoods 
whose recycling falls below a predetermined rate) is selected based on its need 
to use or reasonable potential for use of the action called for by the program 
component.
E.33. The content criterion is met because the activity calls for specific 
action by the recipient (implicitly—to help increase recycling) th a t will help 
accomplish the entity’s mission (to protect the environment), and the need for 
and benefits of the action are clearly evident (increased recycling will help 
alleviate environmental problems).
Illustration 7 
Facts
E.34. Entity G’s mission is to provide summer camps for economically 
disadvantaged youths. Educating the families of ineligible youths about the 
camps is not one of the program objectives included in that mission.
E.35. Entity G conducts a door-to-door solicitation campaign for its camp 
programs. In the campaign, volunteers with canisters visit homes in middle- 
class neighborhoods to collect contributions. Entity G believes that people in 
those neighborhoods would not need the camp’s programs but may contribute. 
The volunteers explain the camp’s programs, including why the disadvantaged 
children benefit from the program, and distribute leaflets to the residents 
regardless of whether they contribute to the camp. The leaflets describe the 
camp, its activities, who can attend, and the benefits to attendees. Requests for 
contributions are not included in the leaflets.
Conclusion
E.36. The purpose, audience, and content criteria are not met. All costs 
should be charged to fund raising.
E.37. The activity does not include a call for specific action because it only 
educates the audience about causes (describing the camp, its activities, who 
can attend, and the benefits to attendees). Therefore, the purpose criterion is 
not met.
E.38. The audience criterion is not met, because the audience is selected 
based on its ability or likelihood to contribute, rather than based on (a) its need 
to use or reasonable potential for use of the action called for by the program 
component, or (b) its ability to take action to assist the entity in meeting the 
goals of the program component of the activity. (Entity G believes that people 
in those neighborhoods would not need the camp’s programs but may contribute.)
E.39. The content criterion is not met because the activity does not call for 
specific action by the recipient. (The content educates the audience about 
causes th a t the program is designed to address without calling for specific 
action.)
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E.40. Entity H’s mission is to educate the public about lifesaving tech­
niques in order to increase the number of lives saved. One of Entity H’s 
objectives in fulfilling th a t mission, as stated in the minutes of the board’s 
meetings, is to produce and show television broadcasts including information 
about lifesaving techniques.
E.41. Entity H conducts an annual national telethon to raise contributions 
and to reach the American public with lifesaving educational messages, such 
as summary instructions concerning dealing with certain life-threatening 
situations. Based on the information communicated by the messages, the need 
for and benefits of the action are clearly evident. The broadcast includes 
segments describing Entity H’s services. Entity H broadcasts the telethon to 
the entire country, not merely to areas selected on the basis of giving potential 
or prior fund raising results. Also, Entity H uses national television broadcasts 
devoted entirely to lifesaving educational messages to conduct program activi­
ties without fund raising.
Conclusion
E.42. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.43. The activity calls for specific action by the recipient (implicitly—to 
save lives) th a t will help accomplish the entity’s mission. Therefore, the 
guidance in paragraph 10 should be considered. The purpose criterion is met 
because (a) the program component of the activity calls for specific action by 
the recipient th a t will help accomplish Entity H’s mission (to save lives by 
educating the public), and (b) a similar program activity is conducted without 
the fund raising using the same medium and on a scale that is similar to or 
greater than the scale on which it is conducted with the appeal (Entity H uses 
national television broadcasts devoted entirely to lifesaving educational mes­
sages to conduct program activities without fund raising).
E.44. The audience criterion is met because the audience (a broad segment 
of the population) is selected based on its need to use or reasonable potential 
for use of the action called for by the program activity.
E.45. The content criterion is met because the activity calls for specific 
action by the recipient (implicitly—to save lives) that will help accomplish the 
entity’s mission (to save lives by educating the public), and the need for and 
benefits of the action are clearly evident (saving lives is desirable).
Illustration 9 
Facts
E.46. Entity I’s mission is to provide food, clothing, and medical care to 
children in developing countries.
E.47. Entity I conducts television broadcasts in the United States that 
describe its programs, show the needy children, and end with appeals for 
contributions. Entity I’s operating policies and internal management memo­
randa state th a t these programs are designed to educate the public about the
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needs of children in developing countries and to raise contributions. The 
employees producing the programs are trained in audiovisual production and 
are familiar with Entity I’s programs. Also, the executive producer is paid 
$25,000 for this activity, with a $5,000 bonus if the activity raises over 
$ 1,000,000.
Conclusion
E.48. The purpose, audience, and content criteria are not met. All costs 
should be charged to fund raising.
E.49. The activity does not include a call for specific action because it only 
educates the audience about causes (describing its programs and showing the 
needy children). Therefore, the purpose criterion is not met. (Also, note that if 
the factor in paragraph 10a were considered, it would not be determinative of 
whether the purpose criterion is met. Although the executive producer will be 
paid $5,000 if the activity raises over $1,000,000, that amount would not be a 
majority of the executive producer’s total compensation for this activity, be­
cause $5,000 would not be a majority of the executive producer’s total compen­
sation of $30,000 for this activity. Also, note that if other evidence, such as the 
indicators in paragraph 11, were considered, the purpose criterion would not 
be met based on the other evidence. Although the qualifications and duties of 
the personnel performing the activity indicate that the employees producing 
the program are familiar with Entity I’s programs, the facts that some, but less 
than a majority, of the executive producer’s compensation varies based on 
contributions raised, and that the operating policies and internal management 
memoranda state that these programs are designed to educate the public about 
the needs of children in developing countries [with no call for specific action by 
recipients] and to raise contributions, indicate that the purpose is fund raising.)
E.50. The audience criterion is not met because the audience is selected 
based on its ability or likelihood to contribute, rather than based on (a) its need 
to use or reasonable potential for use of the action called for by the program 
component, or (b) its ability to take action to assist the entity in meeting the 
goals of the program component of the activity. (The audience is a broad 
segment of the population of a country that is not in need of or has no reasonable 
potential for use of the program activity.)
E.51. The content criterion is not met because the activity does not call for 
specific action by the recipient that will help accomplish the entity’s mission. 
(The content educates the audience about the causes without calling for specific 
action.)
Illustration 10 
Facts
E.52. Entity J  is a university that distributes its annual report, which 
includes reports on mission accomplishments, to those who have made signifi­
cant contributions over the previous year, its board of trustees, and its employ­
ees. The annual report is primarily prepared by management and general 
personnel, such as the accounting department and executive staff. The activity 
is coordinated by the public relations department. Internal management 
memoranda indicate that the purpose of the annual report is to report on how 
management discharged its stewardship responsibilities, including the univer­
sity’s overall performance, goals, financial position, cash flows, and results of
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operations. Included in the package containing the annual report are requests 
for contributions and donor reply cards.
Conclusion
E.53. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.54. The activity has elements of management and general functions. 
Therefore, no call for specific action is required. Neither of the factors in 
paragraph 10a or 10b is determinative of whether the purpose criterion is met. 
Therefore, other evidence, such as the indicators in paragraph 11, should be 
considered. The purpose criterion is met based on the other evidence, because 
(a) the employees performing the activity are not members of the fund-raising 
department and perform other non-fund-raising activities and (b) internal 
management memoranda indicate th a t the purpose of the annual report is to 
fulfill one of the university’s management and general responsibilities.
E.55. The audience criterion is met because the audience is selected based 
on its reasonable potential for use of the management and general component. 
Although the activity is directed primarily at those who have previously made 
significant contributions, the audience was selected based on its presumed 
interest in Entity J ’s annual report (prior donors who have made significant 
contributions are likely to have an interest in m atters discussed in the annual 
report).
E.56. The content criterion is met because the activity (distributing annual 
reports) fulfills one of the entity’s management and general responsibilities 
(reporting concerning management’s fulfillment of its stewardship function).
Illustration 11 
Facts
E.57. Entity K is an NPO. In accordance with internal management 
memoranda documenting its policies requiring it to comply with Internal 
Revenue Service (IRS) regulations, it mails prior donors who have made quid 
pro quo payments in excess of $75 documentation required by the IRS. The 
documentation is included on a perforated piece of paper. The information 
above the perforation line pertains to the documentation required by the IRS. 
The information below the perforation line includes a request for contributions 
and may be used as a donor reply card.
Conclusion
E.58. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated. (Note that the costs of the information below the 
perforation line are identifiable with fund raising and therefore should be 
charged to fund raising.)
E.59. The activity has elements of management and general functions. 
Therefore, no call for specific action is required. Neither of the factors in 
paragraph 10a or 106 is determinative of whether the purpose criterion is met. 
Therefore, other evidence, such as the indicators in paragraph 11, should be 
considered. The purpose criterion is met based on the other evidence, because 
internal management memoranda indicate that the purpose of the activity is 
to fulfill one of Entity K’s management and general responsibilities.
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E.60. The audience criterion is met because the entity is required to direct 
the management and general component of the activity to the particular 
audience. Although the activity is directed a t those who have previously 
contributed, the audience was selected based on its need for the documentation.
E.61. The content criterion is met because the activity (sending documen­
tation required by the IRS) fulfills one of the entity’s management and general 
responsibilities (complying with IRS regulations).
Illustration 12 
Facts
E.62. Entity L is an animal rights organization. It mails a package of 
material to individuals included in lists rented from various environmental and 
other organizations th a t support causes that Entity L believes are congruent 
with its own. In addition to donor response cards and return envelopes, the 
package includes (a) materials urging recipients to contact their legislators and 
urge the legislators to support legislation to protect those rights, and (b) 
postcards addressed to legislators urging support for legislation restricting the 
use of animal testing for cosmetic products. The mail campaign is part of an 
overall strategy th a t includes magazine advertisements and the distribution of 
similar materials a t various community events, some of which are undertaken 
without fund-raising appeals. The advertising and community events reach 
audiences similar in size and demographics to the audience reached by the 
mailing.
Conclusion
E.63. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.64. The activity calls for specific action by the recipient (mailing post­
cards to legislators urging support for legislation restricting the use of animal 
testing for cosmetic products) that will help accomplish the entity’s mission. 
Therefore, the guidance in paragraph 10 should be considered. Neither of the 
factors in paragraph 10a or 10b is determinative of whether the purpose 
criterion is met. Therefore, other evidence, such as the indicators in paragraph
11, should be considered. The purpose criterion is met based on the other 
evidence, because (a) the program component of this activity calls for specific 
action by the recipient th a t will help accomplish the entity’s mission, and it 
otherwise conducts the program activity in this illustration without a request 
for contributions, and (b) performing such programs helps accomplish Entity 
L’s mission.
E.65. The audience criterion is met because the audience (individuals 
included in lists rented from various environmental and other organizations 
th a t support causes that Entity L believes are congruent with its own) is 
selected based on its ability to take action to assist the entity in meeting the 
goals of the program component of the activity.
E.66. The content criterion is met because the activity calls for specific 
action by the recipient (mailing postcards to legislators urging support for 
legislation restricting the use of animal testing for cosmetic products) th a t will 
help accomplish the entity’s mission (to protect animal rights), and the need 
for and benefits of the action are clearly evident (to protect animal rights).
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E.67. Entity M is a performing arts organization whose mission is to make 
the arts available to residents in its area. Entity M charges a fee for attending 
performances and sends advertisements, including subscription forms, for the 
performances to residents in its area. These advertisements include a return 
envelope with a request for contributions. Entity M evaluates the effectiveness 
of the advertising based on the number of subscriptions sold as well as 
contributions received. In performing th a t evaluation, Entity M places more 
weight on the number of subscriptions sold than on the contributions received. 
Also, Entity M advertises the performances on local television and radio without 
a request for contributions but on a smaller scale than  the mail advertising.
Conclusion
E.68. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.69. The activity calls for specific action by the recipient (attending the 
performances) th a t will help accomplish the entity’s mission. Therefore, the 
guidance in paragraph 10 should be considered. Neither of the factors in 
paragraph 10a or 106 is determinative of whether the purpose criterion is met. 
Therefore, other evidence, such as the indicators in paragraph 11, should be 
considered. The purpose criterion is met based on the other evidence, because
(a) the entity measures program results and accomplishments of the joint 
activity and in evaluating the effectiveness of the activity, the entity places 
significantly greater weight on the activity’s effectiveness in accomplishing 
program goals than on the activity’s effectiveness in raising contributions 
(Entity M evaluates the effectiveness of the advertising based on the number 
of subscriptions sold as well as contributions received and places more weight 
on the number of subscriptions sold than on the contributions received), (b) it 
otherwise conducts the program activity without a request for contributions, 
and (c) performing such programs helps accomplish Entity M’s mission (to 
make the arts available to residents in its area).
E.70. The audience criterion is met because the audience (a broad segment 
of the population in Entity M’s area) is selected based on its need to use or 
reasonable potential for use of the action called for by the program component.
E.71. The content criterion is met because the activity calls for specific 
action by the recipient (attending the performances) that will help accomplish 
the entity’s mission (making the arts available to area residents), and the need 
for and benefits of the action are clearly evident (attending the performance is 
a positive cultural experience). (Note th a t the purchase of subscriptions is an 
exchange transaction and, therefore, is not a contribution.)
Illustration 14 
Facts
E.72. Entity N is a university whose mission is to educate the public 
(students) in various academic pursuits. Entity N’s political science department 
holds a special lecture series in which prominent world leaders speak about 
current events. The speakers command relatively high fees and, in order to 
cover costs and make a modest profit, the university sets a relatively expensive 
fee to attend. However, the tickets are priced a t the fair value of the lecture
Illustration 13
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and no portion of the ticket purchase price is a contribution. Entity N advertises 
the lectures by sending invitations to prior attendees and to prior donors who 
have contributed significant amounts, and by placing advertisements in local 
newspapers read by the general public. At some of the lectures, including the 
lecture being considered in this illustration, deans and other faculty members 
of Entity N solicit significant contributions from attendees. Other lectures in 
the series are conducted on a scale similar to the scale of the lecture in this 
illustration without requesting contributions. Entity N’s records indicate that 
historically 75 percent of the attendees have attended prior lectures. Of the 75 
percent who have attended prior lectures, 15 percent have made prior contri­
butions to Entity N. Of the 15 percent who have made prior contributions to 
Entity N, 5 percent have made contributions in response to solicitations made 
a t the events. (Therefore, one-half of one percent of attendees make contribu­
tions in response to solicitations made a t the events. However, those contribu­
tions are significant.) Overall, the audience’s ability or likelihood to contribute 
is an insignificant factor in its selection. Entity N evaluates the effectiveness 
of the activity based on the number of tickets sold, as well as contributions 
received. In performing th a t evaluation, Entity N places more weight on the 
number of tickets sold than on the contributions received.
Conclusion
E.73. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.74. The activity calls for specific action by the recipient (attending the 
lecture) that will help accomplish the entity’s mission. Therefore, the guidance 
in paragraph 10 should be considered. The purpose criterion is met because (a) 
the program component of the activity calls for specific action by the recipient 
th a t will help accomplish the entity’s mission (educating the public [students] 
in various academic pursuits), and (b) the program is also conducted using the 
same medium on a scale th a t is similar to or greater than the scale on which it 
is conducted with the request for contributions (other lectures in the series are 
conducted on a scale similar to the scale of the lecture in this illustration 
without requesting contributions).
E.75. The audience criterion is met. The rebuttable presumption that the 
audience criterion is not met because the audience includes prior donors is 
overcome in this illustration because the audience (those who have shown prior 
interest in the lecture series, prior donors, a broad segment of the population 
in Entity N’s area, and those attending the lecture) is also selected for its 
reasonable potential for use of the program component (attending the lecture). 
Although the audience may make significant contributions, that was an insig­
nificant factor in its selection.
E.76. The content criterion is met because the activity calls for specific 
action by the recipient (attending the lecture) th a t will help accomplish the 
entity’s mission (educating the public [students] in various academic pursuits), 
and the need for and benefits of the action are clearly evident (attending the 
lecture is a positive educational experience). (Note th a t the purchase of the 
tickets is an exchange transaction and, therefore, is not a contribution. As 
discussed in paragraph 7 of this SOP, costs of goods or services provided in 
exchange transactions th a t are part of joint activities, such as costs of direct 
donor benefits of a special event, should not be reported as fund raising.12)
12 Paragraphs 13.22 to 13.27 of the Audit and Accounting Guide Not-for-Profit Organizations 
provide guidance concerning reporting special events.
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E.77. Entity O is a university whose mission is to educate the public 
(students) in various academic pursuits. Entity O’s political science department 
holds a special lecture series in which prominent world leaders speak about 
current events. Admission is priced at $250, which is above the $50 fair value 
of the lecture and, therefore, $200 of the admission price is a contribution. 
Therefore, the audience’s likelihood to contribute to the entity is a significant 
factor in its selection. Entity O advertises the lectures by sending invitations 
to prior attendees and to prior donors who have contributed significant 
amounts, and by placing advertisements in local newspapers read by the 
general public. Entity O presents similar lectures th a t are priced at the fair 
value of those lectures.
Conclusion
E.78. The purpose and content criteria are met. The audience criterion is 
not met. All costs, including those th a t might otherwise be considered program 
or management and general costs if they had been incurred in a different 
activity, except for the costs of the direct donor benefit (the lecture), should be 
charged to fund raising.
E.79. The activity calls for specific action by the recipient (attending the 
lecture) that will help accomplish the entity’s mission. Therefore, the guidance 
in paragraph 10 should be considered. The purpose criterion is met because (a) 
the program component of the activity calls for specific action by the recipient 
th a t will help accomplish the entity’s mission (educating the public [students] 
in various academic pursuits), and (b) the program is also conducted using the 
same medium on a scale that is similar to or greater than the scale on which it 
is conducted with the request for contributions (other lectures in the series are 
conducted on a scale similar to the scale of the lecture in this illustration 
without including a contribution in the admission price.)
E.80. The audience criterion is not met. The rebuttable presumption that 
the audience criterion is not met because the audience is selected based on its 
likelihood to contribute to the entity is not overcome in this illustration. The 
fact that the $250 admission price includes a $200 contribution leads to the 
conclusion th a t the audience’s ability or likelihood to contribute is an over­
whelmingly significant factor in its selection, whereas there is no evidence that 
the extent to which the audience is selected for its need to use or reasonable 
potential for use of the action called for by the program component (attending 
the lecture) is overwhelmingly significant.
E.81. The content criterion is met because the activity calls for specific 
action by the recipient (attending the lecture) that will help accomplish the 
entity’s mission (educating the public [students] in various academic pursuits), 
and the need for and benefits of the action are clearly evident (attending the 
lecture is a positive educational experience). (Note that the purchase of the 
tickets is an exchange transaction and, therefore, is not a contribution. As 
discussed in paragraph 7 of this SOP, costs of goods or services provided in 
exchange transactions that are part of joint activities, such as costs of direct 
donor benefits of a special event, should not be reported as fund raising.13)
Illustration 15
Facts
13 Paragraphs 13.22 to 13.27 of the Audit and Accounting Guide Not-for-Profit Organizations 
provide guidance concerning reporting special events.
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Illustration 16 
Facts
E.82. Entity P’s mission is to reduce the incidence of illness from ABC 
disease, which primarily afflicts people over sixty-five years of age. One of 
Entity P’s objectives in fulfilling that mission is to have all persons over 
sixty-five screened for ABC disease.
E.83. Entity P rents space a t events attended primarily by people over 
sixty-five years of age and conducts free screening for ABC disease. Entity P’s 
employees, who are educated about ABC disease and screening procedures and 
do not otherwise perform fund-raising functions, educate interested parties 
about the effects of ABC disease and the ease and benefits of screening for it. 
Entity P also solicits contributions a t the events. The effectiveness of the 
activity is evaluated primarily based on how many screening tests are per­
formed, and only minimally based on contributions raised. The employees are 
not compensated or evaluated based on contributions raised.
Conclusion
E.84. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated.
E.85. The activity calls for specific action by the recipient (being screened 
for ABC disease) th a t will help accomplish the entity’s mission. Therefore, the 
guidance in paragraph 10 should be considered. Neither of the factors in 
paragraph 10a or 106 is determinative of whether the purpose criterion is met. 
Therefore, other evidence, such as the indicators in paragraph 11, should be 
considered. The purpose criterion is met based on the other evidence, because
(а) a process exists to evaluate measured program results and accomplishments 
and in evaluating the effectiveness of the joint activity, the entity places 
significantly greater weight on the activity’s effectiveness in accomplishing 
program goals than on the activity’s effectiveness in raising contributions 
(Entity P evaluates the effectiveness of the activity based on the number of 
screening tests conducted as well as contributions received and places more 
weight on the number of tests conducted than on the contributions received);
(b) the qualifications and duties of the personnel performing the activity 
indicate that it is a program activity (the employees are educated about ABC 
disease and the testing procedures and do not otherwise perform fund-raising 
functions); (c) the method of compensation for performing the activity does not 
indicate that it is a fund-raising activity (the employees are not compensated 
or evaluated based on contributions raised); and (d ) performing such programs 
helps accomplish Entity P’s mission (to prevent ABC disease).
E.86. The audience criterion is met because the audience (people over 
sixty-five years of age) is selected based on its need to use or reasonable 
potential for use of the action called for by the program component.
E.87. The content criterion is met because the activity calls for specific 
action by the recipient (being screened for ABC disease) that will help accom­
plish the entity’s mission (to reduce the incidence of ABC disease), and it 
explains the need for and benefits of the action (to prevent ABC disease).
Illustration 17 
Facts
E.88. Entity Q’s mission is to provide cultural and educational television 
programming to residents in its area. Entity Q owns a public television station
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and holds a membership drive in which it solicits new members. The drive is 
conducted by station employees and consists of solicitations th a t are shown 
during long breaks between the station’s regularly scheduled programs. Entity 
Q’s internal management memoranda state that these drives are designed to 
raise contributions. Entity Q evaluates the effectiveness of the activity based 
on the amount of contributions received. Entity Q shows the programs on a 
similar scale, without the request for contributions. The audience is members 
of the general public who watch the programs shown during the drive. Station 
member benefits are given to those who contribute and consist of tokens of 
appreciation with a nominal value.
Conclusion
E.89. The purpose, audience, and content criteria are met, and the joint 
costs should be allocated. (Note that there would be few, if any, joint costs. Costs 
associated with the fund-raising activities, such as costs of airtime, would be 
separately identifiable from costs of the program activities, such as licensing 
costs for a particular television program. Also, note th a t because no significant 
benefits or duties are associated with membership, member dues are contribu­
tions. Therefore, the substance of the membership-development activities is, in 
fact, fund raising.)
E.90. The activity calls for specific action by the recipient (watching the 
television program) th a t will help accomplish the entity’s mission. Therefore, 
the guidance in paragraph 10 should be considered. The purpose criterion is 
met because (a) the program component of the activity calls for specific action 
by the recipient th a t will help accomplish the entity’s mission, and (b) the 
program is also conducted using the same medium on a scale that is similar to 
or greater than the scale on which it is conducted with the request for contri­
butions (Entity Q shows the television programs on a similar scale, without the 
request for contributions).
E.91. The audience criterion is met. The rebuttable presumption that the 
audience criterion is not met because the audience is selected based on its 
likelihood to contribute is overcome in this illustration because the audience 
(members of the general public who watch the television programs shown 
during the drive) is also selected for its reasonable potential for use of the 
program component (watching the television programs). Although the audience 
may make contributions, th a t was an insignificant factor in its selection.
E.92. The content criterion is met because the activity calls for specific 
action by the recipient (watching the television programs) that will help 
accomplish the entity’s mission (providing cultural and educational television 
programming to residents in its area), and the need for and benefits of the action 
are clearly evident (watching the programs is a positive cultural and educa­
tional experience).
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APPENDIX F
Illustrations of Allocation Methods
F .1. Some commonly used cost allocation methods follow.
Physical Units Method
F.2. Joint costs are allocated to materials and activities in proportion to 
the number of units of output that can be attributed to each of the materials 
and activities. Examples of units of output are lines, square inches, and physical 
content measures. This method assumes that the benefits received by the 
fund-raising, program, or management and general component of the materials 
or activity from the joint costs incurred are directly proportional to the lines, 
square inches, or other physical output measures attributed to each component 
of the activity. This method may result in an unreasonable allocation of joint 
costs if the units of output, for example, line counts, do not reflect the degree 
to which costs are incurred for the joint activity. Use of the physical units 
method may also result in an unreasonable allocation if the physical units 
cannot be clearly ascribed to fund raising, program, or management and 
general. For example, direct mail and telephone solicitations sometimes in­
clude content that is not identifiable with fund raising, program, or manage­
ment and general; or the physical units of such content are inseparable.
Illustration
F.3. Assume a direct mail campaign is used to conduct programs of the 
entity and to solicit contributions to support the entity and its programs. 
Further, assume that the appeal meets the criteria for allocation of joint costs 
to more than one function.
F.4. The letter and reply card include a total of one hundred lines. Forty- 
five lines pertain to program because they include a call for action by the 
recipient that will help accomplish the entity’s mission, while fifty-five lines 
pertain to the fund-raising appeal. Accordingly, 45 percent of the costs are 
allocated to program and 55 percent to fund-raising.
Relative Direct Cost Method
F.5. Joint costs are allocated to each of the components on the basis of 
their respective direct costs. Direct costs are those costs th a t are incurred in 
connection with the multipurpose materials or activity and th a t are specifi­
cally identifiable with a function (program, fund raising, or management and 
general). This method may result in an unreasonable allocation of joint costs 
if the joint costs of the m aterials and activity are not incurred in approximately 
the same proportion and for the same reasons as the direct costs of the 
m aterials and activity. For example, if a relatively costly booklet informing 
the reader about the entity’s mission (including a call for action by the 
recipient th a t will help accomplish the entity’s mission) is included with a 
relatively inexpensive fund-raising letter, the allocation of joint costs based 
on the cost of these pieces may be unreasonable, particularly if the booklet 
and letter weigh approximately the same and therefore contribute equally to 
the postage costs.
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F.6. The costs of a direct mail campaign that can be specifically identified 
with program services are the costs of separate program materials and a 
postcard which calls for specific action by the recipient that will help accomplish 
the entity’s mission. They total $20,000. The direct costs of the fund-raising 
component of the direct mail campaign consist of the costs to develop and 
produce the fund-raising letter. They total $80,000. Joint costs associated with 
the direct mail campaign total $40,000 and would be allocated as follows under 
the relative direct cost method:
Program $20,000/$100,000 X $40,000 = $8,000
Fund raising $80,000/$100,000 X $40,000 = $32,000
Stand-Alone Joint-Cost-Allocation Method
F.7. Joint costs are allocated to each component of the activity based on a 
ratio th a t uses estimates of costs of items included in joint costs th a t would 
have been incurred had the components been conducted independently. The 
numerator of the ratio is the cost (of items included in joint costs) of conducting 
a single component independently; the denominator is the cost (of items 
included in joint costs) of conducting all components independently. This 
method assumes that efforts for each component in the stand-alone situation 
are proportionate to the efforts actually undertaken in the joint cost situation. 
This method may result in an unreasonable allocation because it ignores the 
effect of each function, which is performed jointly with other functions, on other 
such functions. For example, the programmatic impact of a direct mail cam­
paign or a telemarketing phone message may be significantly lessened when 
performed in conjunction with a fund-raising appeal.
Illustration
F.8. Assume that the joint costs associated with a direct mail campaign 
including both program and fund-raising components are the costs of station­
ery, postage, and envelopes a t a total of $100,000. The costs of stationery, 
postage, and envelopes to produce and distribute each component separately 
would have been $90,000 for the program component and $70,000 for the 
fund-raising component. Under the stand-alone joint-cost-allocation method, 
the $100,000 in joint costs would be allocated as follows: $90,000/$ 160,000 X 
$100,000 = $56,250 to program services and $70,000/$160,000 X $100,000 = 
$43,750 to fund raising.
Illustration
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Illustrations of Disclosures
G.1. The disclosures discussed in paragraphs 18 and 19 are illustrated 
below. Alternative 1 reports the required and encouraged information in 
narrative format. Alternative 2 reports that information in tabular format, as 
well as information concerning joint costs incurred for each kind of activity by 
functional classification, which is neither required nor encouraged, but which 
is not prohibited.
Alternative 1
Note X. Allocation of Joint Costs
In 19XX, the organization conducted activities that included requests for 
contributions, as well as program and management and general components. 
Those activities included direct mail campaigns, special events, and a telethon.
The costs of conducting those activities included a total of $310,000 of joint 
costs, which are not specifically attributable to particular components of the 
activities (joint costs). [Note to reader: The following sentence is encouraged 
but not required.] Joint costs for each kind of activity were $50,000, $150,000, 
and $110,000 respectively. These joint costs were allocated as follows:
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Fund raising $180,000
Program A 80,000
Program B 40,000
Management and general 10,000
Total $310,000
Alternative 2
Note X. Allocation of Joint Costs
In 19XX, the organization conducted activities that included appeals for con­
tributions and incurred joint costs of $310,000. These activities included direct 
mail campaigns, special events, and a telethon. Joint costs were allocated as 
follows:
Direct Special
Mail Events Telethon Total
Fund raising $40,000 $50,000 $90,000 $180,000
Program A 10,000 65,000 5,000 80,000
Program B 25,000 15,000 40,000
Management and
general 10,000 10,000
Total $50,000 $150,000 $110,000 $310,000
[Note to reader: Shading is used to highlight information that is neither 
required nor encouraged, but which is not prohibited. However, entities may 
prefer to disclose it. Disclosing the total joint costs for each kind o f activity 
($50,000, $150,000, and $110,000) is encouraged but not required.]
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APPENDIX H 
Contrast of Guidance in This SOP With the Guidance 
in SOP 87-214, *
This SOP
Applies to all entities th a t solicit 
contributions, including state and 
local governments.
Covers all costs of joint activities. 
(Costs that otherwise might be con­
sidered program  or m anagem ent 
and general costs if they had been
SOP 87-2
Applied to entities that follow the 
AICPA Industry Audit Guide Audits 
of Voluntary Health and Welfare 
Organizations* or SOP 78-10. (SOP 
87-2 was not applicable to entities 
that are within the scope of Govern­
mental Accounting Standards Board 
Statement No. 29, The Use of Not- 
for-Profit Accounting and Financial 
Reporting Principles by Governmen­
tal Entities.)
Covers only jo in t costs of jo in t 
activities.
(continued)
14 In A ugust 1996, the AICPA issued  the Audit and Accounting Guide Not-for-Profit 
Organizations, which superseded Statement of Position (SOP) 87-2, Accounting for Joint Costs of 
Informational Materials and Activities o f Not-for-Profit Organizations That Include a Fund-Raising 
Appeal, because the guidance in SOP 87-2 is incorporated into paragraphs 13.36 to 13.45 of the 
Guide. Also, Not-for-Profit Organizations superseded the AICPA Industry Audit Guide Audits of 
Voluntary Health and Welfare Organizations and SOP 78-10. Not-for-Profit Organizations applies to 
all nongovernmental not-for-profit organizations other than those required to follow the Audit and 
Accounting Guide Health Care Organizations. Therefore, incorporating the guidance in SOP 87-2 into 
Not-for-Profit Organizations broadened the scope of the guidance previously included in SOP 87-2 to 
all not-for-profit organizations other than those required to follow Health Care Organizations. The 
discussion in this SOP of SOP 87-2 refers to both SOP 87-2 and the guidance included in paragraphs 
13.36 to 13 .45 o f Not-for-Profit Organizations, except th a t the guidance in  Not-for-Profit 
Organizations applies to all not-for-profit organizations other than those required to follow Health 
Care Organizations.
* The AICPA Audit and Accounting Guides Audits o f Colleges and Universities, Audits of  
Voluntary Health and Welfare Organizations, and A udits o f Certain Nonprofit Organizations were 
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit 
Organizations. However, because the accounting guidance contained in these Guides remained 
applicable to certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15, 
Governmental College and University Accounting and Financial Reporting Models, and 29, The Use 
of Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities), the 
AICPA continued to make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s 
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and 
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the 
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling 
these Guides.
Accordingly, A u d its  o f Colleges and Universities, A u d its  o f Voluntary H ealth and Welfare 
Organizations, and A udits o f Certain Nonprofit Organizations will no longer be included as part of 
this loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance 
in these Guides will no longer be applicable to any governmental entities. Please note that the Guides 
have not been updated since 1994. Therefore, if  you already have a Guide, and choose to continue 
using it until the phase-in period is complete, you must consider guidance issued since they were last 
updated.
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This SOP
incurred in a different activity, ex­
cept for costs of goods or services 
provided in exchange transactions 
th a t are part of joint activities, such 
as costs of direct donor benefits of a 
special event [for example, a meal], 
should be charged to fund raising 
unless the criteria in the SOP are 
met.)
Criteria of purpose, audience, and 
content should all be met in order to 
charge costs of the activity to pro­
gram or management and general.
Neither prescribes nor prohibits any 
allocation methods. Includes a dis­
cussion to help users determ ine 
whether an allocation is reasonable, 
and provides some illustrations.
Requires note disclosures about the 
types of activities for which joint 
costs have been incurred, amounts 
allocated during the period, and 
amounts allocated to each functional 
expense or expenditure category.
SOP 87-2
U nclear concerning w hether all 
criteria should be met in order to 
charge costs of the activity to pro­
gram or management and general.
Neither prescribes nor prohibits any 
allocation methods. No illustrations 
are provided.
Requires less extensive note disclo­
sures: total amount allocated during 
the period and amounts allocated to 
each functional expense category.
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Effects on Other Guidance
I .1. For nongovernmental organizations, this Statement of Position (SOP) 
amends the AICPA Audit and Accounting Guide Health Care Organizations 
and paragraphs 13.36 to 13.45 of the AICPA Audit and Accounting Guide 
Not-for-Profit Organizations.
I .2. Also, this SOP amends the AICPA Audit and Accounting Guide Not- 
for-Profit Organizations to clarify that costs of goods or services provided in 
exchange transactions th a t are part of joint activities, such as costs of direct 
donor benefits of a special event (for example, a meal), should not be reported 
as fund-raising. In particular, paragraphs 13.22, 13.24, and 13.25 of Not-for- 
Profit Organizations are amended as follows:
13.22 Some organizations conduct joint activities* that are special events, 
including special social and educational events (such as symposia, dinners, 
dances, and theater parties) in which the attendee receives a direct benefit (for 
example, a meal or theater ticket). FASB Statement No. 117 requires the 
reporting of the gross amounts of revenues and expenses from special events 
and other fund-raising activities that are ongoing major or central activities, 
but permits (but does not require) reporting net amounts if the receipts and 
related costs result from special events that are peripheral or incidental 
activities.
* See the sections of this Guide that provide guidance concerning accounting 
for the costs of joint activities.
13.24 For example, assume that an organization has a special event that is 
an ongoing and major activity with a ticket price of $100. Assume that the 
activity does not meet the audience criterion in SOP 98-2, Accounting for Costs 
of Activities o f Not-for-Profit Organizations and State and Local Governmental 
Entities That Include Fund Raising, and, therefore, all costs of the activity, 
other than the direct donor benefits, should be reported as fund raising. The 
event includes a dinner that costs the organization $25 and that has a fair value 
of $30. (Chapter 5, “Contributions Received and Agency Transactions,” of this 
Guide, discusses the appropriate reporting if the meal or other items of value 
are donated to the organization for resale.) In addition, the organization incurs 
other direct costs of the event in connection with promoting and conducting the 
event, including incremental direct costs incurred in transactions with inde­
pendent third parties and the payroll and payroll-related costs for the activities 
of employees who are directly associated with, and devote time to, the event. 
Those other direct costs, which include (a) $5 that otherwise might be consid­
ered management and general costs if they had been incurred in a different 
activity, and (b) fund-raising costs of $10, are unrelated to the direct benefits 
to donors and, accordingly, should not be included as costs of benefits to donors. 
In addition, the organization has the following transactions, which are unre­
lated to the special event: unrestricted contributions of $200, program expenses 
of $60, management and general expenses of $20, and fund-raising expenses 
of $20.
13.25 Some ways in which the organization could display the results of the 
special event as part of its statement of activities are illustrated as follows:
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Illustration 1
Changes in unrestricted net assets:
Contributions $200
Special event revenue 100
Less: Costs of direct benefits to donors (25)
Net revenues from special events
Contributions and net revenues from 
special events 
Other expenses:
Program
Management and general 
Fund raising
Total other expenses
Increase in unrestricted net assets
Illustration 2
Changes in unrestricted net assets: 
Revenues:
Contributions 
Special event revenue
Total revenues 
Expenses:
Program
Costs of direct benefits to donors 
Management and general 
Fund raising
Total expenses
Increase in unrestricted net assets
Illustration 3
Changes in unrestricted net asset:
Contributions $270
Dinner sales 30
Less: Costs of direct benefits to donors (25)
Gross profit on special events ___ 5
Contributions and net revenues from
special events 275 
Other expenses:
Program 60
Management and general 20
Fund raising 35
Total other expenses 115
Increase in unrestricted net assets $160
I .3. For governmental entities that have applied the accounting and finan­
cial reporting principles in SOP 78-10, Accounting Principles and Reporting 
Practices for Certain Nonprofit Organizations, or the AICPA Industry Audit
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Guide Audits of Voluntary Health and Welfare Organizations* (modified by all 
applicable Financial Accounting Standards Board [FASB] pronouncements 
issued through November 30, 1989, and by most applicable Governmental 
Accounting Standards Board [GASB] pronouncements) in conformity with 
GASB Statem ent No. 29, The Use of Not-for-Profit Accounting and Financial 
Reporting Principles by Governmental Entities, this SOP amends the principles— 
based on SOP 78-10 and Audits of Voluntary Health and Welfare Organiza­
tions,* as modified—th at those entities apply. For governmental entities that 
have applied the accounting and financial reporting principles in the 1973 
AICPA Industry Audit Guide Audits of Colleges and Universities* as amended 
by SOP 74-8, Financial Accounting and Reporting by Colleges and Universities, 
and as modified by applicable FASB pronouncements issued through Novem­
ber 30, 1989, and all applicable GASB pronouncements in conformity with 
GASB Statem ent No. 15, Governmental College and University Accounting and 
Financial Reporting Models, this SOP amends the principles—based on Audits 
of Colleges and Universities* as amended and modified—th at those entities 
apply. For other governmental organizations, this SOP amends the Audit and 
Accounting Guide Audits of State and Local Governmental Units.
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* The AICPA Audit and Accounting Guides Audits of Colleges and Universities, A udits o f  
Voluntary Health and Welfare Organizations, and Audits o f Certain Nonprofit Organizations were 
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organiza­
tions. However, because the accounting guidance contained in these Guides remained applicable to 
certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental 
College and University Accounting and Financial Reporting Models, and 29, The Use o f Not-for-Profit 
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to 
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s 
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and 
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the 
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling 
these Guides.
Accordingly, Audits o f Colleges and Universities, A udits o f Voluntary Health and Welfare Organiza­
tions, and A udits o f Certain Nonprofit Organizations will no longer be included as part of this 
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance 
in these Guides will no longer be applicable to any governmental entities. Please note that the Guides 
have not been updated since 1994. Therefore, if  you already have a Guide, and choose to continue 
using it until the phase-in period is complete, you must consider guidance issued since they were last 
updated.
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Glossary
Activities. Activities are efforts to accomplish specific objectives. Some activi­
ties include producing and distributing materials. For example, if an entity 
undertakes a mass mailing that includes a letter and a pamphlet, produc­
ing and distributing the letter and pamphlet are part of the activity. Other 
activities may include no materials, such as an annual dinner or a radio 
commercial.
Compensation or fees. Reciprocal transfers of cash or other assets in ex­
change for services performed.
Contributions. Contributions are unconditional transfers of cash or other 
assets to an entity or a settlement or cancellation of its liabilities in a 
voluntary nonreciprocal transfer by another entity acting other than as an 
owner.
Costs of joint activities. Costs of joint activities are costs incurred for a joint 
activity. Costs of joint activities may include joint costs and costs other 
than joint costs. Costs other than joint costs are costs that are identifiable 
with a particular function, such as fund raising, program, management 
and general, and cost of sales. For example, some costs incurred for 
printing, paper, professional fees, and salaries to produce donor cards are 
not joint costs, although they may be incurred in connection with conduct­
ing joint activities.
Fund-raising activities. Fund-raising activities are activities undertaken to 
induce potential donors to contribute money, securities, services, materi­
als, facilities, other assets, or time. They include publicizing and conduct­
ing fund-raising campaigns; maintaining donor mailing lists; conducting 
special fund-raising events; preparing and distributing fund-raising manu­
als, instructions, and other materials; and conducting other activities 
involved with soliciting contributions from individuals, foundations, gov­
ernments, and others.
Help accomplish the entity’s mission. Actions that help accomplish the en­
tity’s mission are actions th a t either benefit the recipient (such as by 
improving the recipient’s physical, mental, emotional, or spiritual health 
and well-being) or benefit society (by addressing societal problems).
Joint activity. A joint activity is an activity th a t is part of the fund-raising 
function and has elements of one or more other functions, such as program, 
management and general, membership development, or any other func­
tional category used by the entity.
Joint costs. Joint costs are the costs of conducting joint activities that are not 
identifiable with a particular component of the activity. For example, the 
cost of postage for a letter that includes both fund-raising and program 
components is a joint cost. Joint costs may include the costs of salaries, 
contract labor, consultants, professional fees, paper, printing, postage, 
event advertising, telephones, airtime, and facility rentals.
Management and general activities. Management and general activities 
are those that are not identifiable with a single program, fund-raising 
activity, or membership-development activity but th a t are indispensable 
to the conduct of those activities and to an organization’s existence. They
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include oversight, business management, general recordkeeping, budget­
ing, financing, soliciting revenue from exchange transactions, such as 
government contracts and related administrative activities, and all man­
agement and administration except for direct conduct of program services 
or fund-raising activities. Disseminating information to inform the public 
of the organization’s “stewardship” of contributed funds, announcements 
concerning appointments, and the annual report, among other activities, 
are management and general activities, as are soliciting funds other than 
contributions, including exchange transactions (whether program-related 
or not).
Medium. A medium is a means of mass communication, such as direct mail, 
direct response advertising, or television.
M em bership-developm ent activities. Membership-development activities 
include soliciting for prospective members and membership dues, member­
ship relations, and similar activities. If there are no significant benefits or 
duties connected with membership, however, the substance of member- 
ship-development activities may, in fact, be fund-raising.
Program  activities. Program activities are the activities that result in goods 
or services being distributed to beneficiaries, customers, or members that 
fulfill the purposes or mission for which the organization exists. Those 
services are the major purpose for and the major output of the organization 
and often relate to several major programs. For example, a large university 
may have programs for student instruction, research, and patient care, 
among others. Similarly, a health and welfare organization may have 
programs for health and family services, research, disaster relief, and 
public education, among others.
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Statement of 98-3
Position
Audits of States,
Local Governments, and 
Not-for-Profit Organizations 
Receiving Federal Awards
[D eleted as a result o f the conversion o f SOP 98-3 to an AICPA Audit 
Guide o f the sam e title.]
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Illustrative Request to Actuary for 
Confirmation of GASB Pension Information
Appendix N
Instructions
This illustrative letter, which accompanies draft pension information for notes 
to the financial statements, required supplementary information, and any 
other appropriate GASB pension presentation, is prepared on the client’s 
letterhead and mailed by the auditor in envelopes bearing the auditor’s return 
address.
It is used when auditing the financial statements of all state and local govern­
mental employers th a t provide or participate in pension plans, including 
general purpose governments, public benefit corporations and authorities, 
utilities, hospitals and other healthcare providers, colleges and universities, 
and public employee retirem ent systems that are employers. It also is used 
when auditing pension plans or retirem ent systems included as pension trust 
funds or component units in the financial reports of plan sponsors or employers. 
These pension plans and retirem ent systems provide retirem ent income and 
also may provide other types of postemployment benefits.
In determining which individuals to include in the Listing of Selected Pension 
Plan Participant Census Data (illustrated as an attachment to the actuary 
request letter), the auditor may consider the following suggestions:
•  Include the lesser of 20 individuals or 10 percent of participants, but 
no more than 200 individuals.
•  Include samples from actives, retirees, and term inated vested.
•  If plan has multiple benefit provisions, include a sample of each group.
[Date]
[Name of Actuary 
Name of Actuarial Firm 
Address of Actuarial Firm]
Dear [Name of Actuary]:
In connection with the audit of the financial statem ents of [name of entity or 
plan] for the year ended [date], please review for consistency with the actuarial 
report that you prepared dated [date], the attached draft note to the financial 
statements and [describe other material included (e.g., required supplementary 
information)]. Your review should include, to the extent applicable, the compu­
tation of the annual pension cost and the net pension obligation, that we have 
prepared in conformity with GASB Statement No. 27, Accounting for Pensions 
by State and Local Governmental Employees, and the schedules of funding 
progress and employer contributions th a t we have prepared in conformity with 
GASB Statement No. 25, Financial Reporting for Defined Benefit Pension Plans 
and Note Disclosures for Defined Contribution Plans. Please forward your 
comments to our auditors, [name and address of auditor]. Your review should 
focus on, and your comments should address, all applicable information, includ­
ing the following:
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1. The actuarial accrued liability and the actuarial value of assets, as 
defined in GASB Statement Nos. 25 and 27
2. The actuarial valuation date
3. The description of the actuarial methods and significant assump­
tions used to determine the annual required contribution
4. The annual required contribution, interest on net pension obligation, 
adjustment to annual required contribution, contributions made, 
change in net pension obligation, and ending net pension obligation; 
the actuarial cost method being used; a description of the actuarial 
assumptions used; and the aggregate effect of any change in the 
method or assumption(s)
5. The schedule of funding progress, as defined in GASB Statem ent No. 
25
6. The schedule of employer contributions, as defined in GASB State­
ment No. 25
7. The description of the employee group covered
8. The general description of the benefit provisions of the plan used in 
the actuarial valuation
9. The effective date and a description of each plan amendment, includ­
ing cost-of-living adjustments, included in this actuarial valuation 
that was not included in the prior valuation
Please also respond to the following:
1. Were the actuarial valuation calculations performed in compliance 
with the parameters according to GASB Statement Nos. 25 and 27?
2. Have you been notified of a decision by the government to fully or 
partially terminate or close the plan? If so, please describe the effect 
on the plan.
3. Describe the nature of the relationship, if any, that you may have 
with the plan or the sponsor and th a t may appear to impair the 
objectivity of your work.
4. What is the amount of the unbilled and/or unpaid actuarial or other 
fees due your firm applicable to the plan year-end and payable by the 
plan?
5. Please supply any additional information that you believe is neces­
sary.
Please also provide the attached additional information relating to the specific 
individuals contained in the census data used in performing the actuarial 
valuation.
Please reply to [name of auditor] by [date] so that they may complete their audit 
procedures on a timely basis.
Very truly yours,
[Client Officer]
Attachment
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Attachm ent to Actuary R equest Letter
Listing o f Selected  Pension  Plan Participant Census Data
Plan ________________________________________ _
Census Data as of ____________________________
Date Hired 
or Years 
of Service
Age or
Participant’s Birth Salary
Name or Number Date Sex (if applicable)
Please check the appropriate statement, make corrections as necessary, and 
complete the information below.
____  The attached census information is correct according to our records.
____  The attached census information is incorrect according to our records.
Corrections are noted above or on a separate attachment.
Actuary /  Title Date
Name of Actuarial Firm
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Schedule of Changes Made to Audits of 
State and Local Governmental Units 
(Non-GASB 34 Edition)
As o f May 2003
Beginning May 2001, all schedules of changes reflect only current year activity 
to improve clarity.
Appendix O
Reference
Preface
Chapter 1 (title) 
Paragraph 1.01
Paragraphs 1.06 
and 1.14 
Paragraph 1.17 
Paragraph 1.20
Paragraph 1.22
Paragraph 1.25 
Paragraph 1.27
Chapter 2 (title)
Paragraph 2.01
Paragraph 2.02
Paragraph 2.09 
(footnote *)
Paragraph 2.19
Chapter 3 (title) 
Paragraph 3.02 
Paragraph 3.04
Paragraph 3.06
Change
Revised to reflect the issuance of the Audit and 
Accounting Guide Audits of State and Local Govern­
ments (GASB 34 Edition), and the conversion of SOP 
98-3 to an Audit Guide of the same title.
Footnote * revised.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title; Footnote ** deleted.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Revised to clarify guidance.
Revised to reflect the issuance of SAS No. 95; Footnote
* deleted.
Revised to clarify guidance; Footnote * added; Former 
footnote * redesignated as footnote ** and revised; 
Footnote *** added.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Revised to reflect the issuance of the Audit Risk Alert, 
Single Audits, and the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Footnote * revised.
Revised to clarify guidance; Footnote ** added. 
Revised to clarify guidance.
Added.
Revised to reflect the issuance of the GASB staff 
document Comprehensive Implementation Guide. 
Footnote * revised.
Revised to reflect the issuance of SAS No. 96.
Revised to reflect the issuance of SAS No. 96 and the 
conversion of SOP 98-3 to an Audit Guide of the same 
title; Footnote * added.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
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Reference 
Paragraph 3.11 
Paragraph 3.18
Paragraph 3.21
Paragraph 3.22 
Paragraph 3.23
Paragraph 3.27
Paragraph 3.33
Paragraph 3.34
Paragraph 3.35 
Paragraph 3.36
Paragraph 3.46
Paragraph 3.49 and 
footnotes 1, 2, 3, 4,
5, 6, and 7
Chapter 4 (title)
Paragraph 4.01
Paragraph 4.26
Paragraphs 4.27, 
4.31, and 4.32
Paragraph 4.33
Paragraph 4.34
Paragraph 4.46 and 
chapter 5 (title)
Paragraph 5.01
Paragraph 5.06 
Paragraph 5.09
Paragraph 5.13 
(footnote 4)
Paragraphs 5.24, 
5.25, 5.26, 5.27, 
and 5.28
Change
Revised to reflect the issuance of SAS No. 96.
Revised to reflect the issuance of SAS No. 99; Footnotes
* and ** added.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted.
Revised to reflect the issuance of SAS No. 96.
Revised to reflect the provisions of Government 
Auditing Standards Amendment 3.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted; Former footnote ** redesignated as footnote 1.
Revised to reflect the issuance of SAS No. 96; Footnote
* added.
Revised to reflect the issuance of SAS No. 96 and the 
conversion of SOP 98-3 to an Audit Guide of the same 
title.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted.
Revised to reflect the issuance of SAS No. 96 and the 
conversion of SOP 98-3 to an Audit Guide of the same 
title.
Revised to reflect the issuance of the revision of Ethics 
Interpretation No. 101-10.
Added to reflect the issuance of SAS No. 99.
Footnote * revised.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Revised to reflect the issuance of SAS Nos. 96 and 98. 
Revised to clarify guidance.
Revised to reflect the issuance of SAS No. 96.
Revised to clarify guidance.
Footnotes * revised.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Revised to reflect the issuance of SAS No. 96.
Revised to reflect the issuance of SAS Nos. 96 and 99; 
Footnote * replaced.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Deleted; Subsequent paragraphs renumbered.
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Renumbered 
paragraph 5.24
Renumbered 
paragraph 5.25
Renumbered 
paragraph 5.26
Renumbered 
paragraph 5.27
Renumbered 
paragraphs 5.39, 
5.41, and 5.42
Chapter 6 (title)
Paragraph 6.26
Chapter 7 (title)
Paragraph 7.02
Paragraph 7.12
Paragraphs 7.14 
(footnotes * and 
**) and 7.26 
(footnote **)
Chapter 8 (title)
Paragraph 8.16 
(footnote *)
Paragraph 8.27 
(heading)
Chapter 9 (title)
Paragraph 9.02
Chapter 10 (title)
Paragraph 10.25 
(footnote *)
Chapters 11 and 12 
(titles)
Chapter 13 (title)
Paragraph 13.32
Paragraph 13.44
Chapter 14 (title)
Chapters 15 and 16 
(titles)
Revised to reflect the issuance of SAS Nos. 96 and 99; 
Footnote * deleted.
Revised to reflect the issuance of SAS Nos. 96 and 99; 
Footnote * replaced.
Revised to reflect the issuance of SAS No. 99; Footnote 
** added.
Revised to reflect the issuance of SAS No. 96.
Revised to clarify guidance.
Schedule of Changes
Change
Footnote * revised.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted.
Footnote * revised.
Revised to reflect the issuance of the GASB staff 
document Comprehensive Implementation Guide; 
Footnote ** added.
Revised to reflect the issuance of the GASB staff docu­
ment Comprehensive Implementation Guide.
Added.
Footnote ** revised.
Added.
Footnote * added.
Footnotes * and ** revised.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Footnote ** revised.
Added.
Footnotes * revised.
Footnote ** revised.
Revised to reflect the issuance of the GASB staff docu­
ment Comprehensive Implementation Guide.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Footnote * revised.
Footnotes ** revised.
AAG-SLG APP O
367
368 State and Local Governmental Units (Non-GASB 34)
Reference 
Paragraph 16.08
Paragraph 16.12 
Chapter 17 (title) 
Paragraph 17.01
Paragraph 17.02
Paragraph 17.03 
Paragraph 17.08
Paragraph 17.20 
Paragraph 17.24
Paragraph 17.25
Chapter 18 (title)
Paragraphs 18.22 
(and footnote 3), 
18.31, and 18.33
Paragraph 18.34
Paragraph 18.36
Paragraphs 18.37 
and 18.38
Paragraph 18.39
Paragraph 18.42
Paragraphs 18.60 
and 18.63
Chapter 19 (title)
Paragraph 19.05
Paragraph 19.08
Paragraph 19.09
Part VII and 
Appendix A, 
paragraph A.1
Appendix A, 
paragraph A. 8
Appendix A, 
Examples A.2 
and A.3
Change
Footnote * revised; Footnote 1 added to reflect the 
revision of Ethics Interpretation No. 101-10.
Revised to reflect the issuance of SAS No. 99.
Footnote * revised.
Revised to reflect the issuance of SAS No. 96; Footnote 
** deleted.
Revised to reflect the issuance of SAS No. 99 and the 
conversion of SOP 98-3 to an Audit Guide of the same 
title; Footnote ** added.
Revised to reflect the issuance of SAS No. 98.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted.
Revised to reflect the issuance of SAS No. 98.
Revised to reflect the issuance of SAS No. 96; Footnote
* deleted; Former footnote ** redesignated as footnote 1.
Added to reflect the issuance of SAS Nos. 96 and 99; 
Footnote * added.
Footnote * revised.
Revised to reflect the issuance of SAS No. 98.
Revised to clarify guidance.
Revised to reflect the issuance of SAS No. 98; Footnote
* added.
Revised to reflect the issuance of SAS No. 98.
Revised to clarify guidance.
Revised to reflect the issuance of SAS No. 98.
Revised to clarify guidance.
Footnote * revised.
Revised to reflect the issuance of SAS No. 98.
Revised to reflect the issuance of SSAE Nos. 11 and 12.
Revised to reflect the issuance of SAS No. 100; Foo­
tnote * added.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Revised to clarify guidance.
Revised to reflect the issuance of SAS No. 98 and the 
Audit and Accounting Guide Audits of State and Local 
Governments (GASB 34 Edition); Footnote 7 revised to 
reflect the issuance of SAS No. 98.
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Appendix B 
(footnotes 1 and 2)
Appendixes C, D, E,
F, G, H, and I
Appendix K (title)
Appendix M
Change
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title and the issuance of the 
Audit and Accounting Guide Audits of State and Local 
Governments (GASB 34 Edition), respectively.
Revised to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
Footnote * deleted.
Deleted to reflect the conversion of SOP 98-3 to an 
Audit Guide of the same title.
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AICPA RESOURCE: Accounting & Auditing Literature
The AICPA has created a unique online research tool by combining the power 
and speed of the Web with comprehensive accounting and auditing standards. 
AICPA RESOURCE includes AlCPA's and FASB's libraries:
• AICPA Professional Standards
• AICPA Technical Practice Aids
• AlCPA's Accounting Trends & Techniques
• AICPA Audit and Accounting Guides
• AICPA Audit Risk Alerts
• FASB Original Pronouncements
• FASB Current Text
• EITF Abstracts
• FASB Implementation Guides
• FASB's Comprehensive Topical Index
Search for pertinent information from both databases by keyword and get the 
results ranked by relevancy. Print out important AICPA RESOURCE segments 
and integrate the literature into your engagements and financial statements. 
Available from anywhere you have Internet access, this comprehensive refer­
ence library is packed with the A & A guidance you need—and use—the most. 
Both libraries are updated with the latest standards and conforming changes.
AICPA+FASB reference libraries, one-year individual online subscription
No. ORF-XX
AICPA Member $890.00 
Nonmember $1,690.00
AICPA reference library, one-year individual online subscription
No. ORS-XX
AICPA Member $395.00 
Nonmember $1,195.00
For more information or to order, log onto 
www.cpa2biz.com/AICPAresource, or call 1-888-777-7077.
For additional copies of the Audit and Accounting Guide Audits of State and 
Local Governmental Units (Non-GASB 34 Edition) or to automatically receive an 
annual update —  immediately upon its release —  call 1-888-777-7077.
Additional State and Local Governmental Units Publications
State and Local Governments Audit Risk Alert (ARA)
Find out about current economic, regulatory and professional developments before you 
perform your audit engagement. This ARA will make your audit planning process more efficient 
by giving you concise, relevant information that shows you how current developments may 
impact your clients and your audits.
2003 (022443) AICPA Member $20; Nonmember $25
Checklists and Illustrative Financial Statements for State and Local 
Governmental Units (GASB 34 and Non-GASB 34 Edition)
Having been updated to reflect recent AICPA and FASB pronouncements, this aid becomes an in­
valuable tool to both preparers and auditors of state and local government financial statements. 
2002 (009033) AICPA Member $32; Nonmember $40
Audit and Accounting Guides —  2003 Industry Guides
With conforming changes as of May 1, 2003.
Each — AICPA Member $45; Nonmember $56.25
• Audits of Agricultural Producers and Agricultural Cooperatives (012683)
• Audits of Airlines (012693)
• Brokers and Dealers in Securities (012703)
• Audits of Casinos (012713)
• Common Interest Realty Associations (012573)
• Construction Contractors (012583)
• Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, 
Finance Companies, and Mortgage Companies (012733)
• Audits of Employee Benefit Plans (012593)
• Audits of Entities With Oil and Gas Producing Activities (012653)
• Federal Government Contractors (012603)
• Health Care Organizations (012613)
• Audits of Investment Companies (012623)
• Life & Health Insurance Entities (012633)
• Not-for-Profit Organizations (012643)
• Audits of Property and Liability Insurance Cos. (012673)
• Audits of State and Local Governmental Units (Non-GASB 34 Edition) (012563)
• Audits of State and Local Governments (GASB 34 Edition) (012663)
• Audits of States, Local Governments, and Not-for-Profit Organizations Receiving 
Federal Awards (012743)
Audit and Accounting Guides —  General Guides
Each — AICPA Member $45; Nonmember $56.25
• Analytical Procedures (2001) (012541)
• Audit Sampling (2001) (012530)
• Auditing Derivative Instruments, Hedging Activities, and Investments 
in Securities (2001) (012520)
• Auditing Revenue in Certain Industries (2001) (012510)
• Consideration of Internal Control in a Financial Statement Audit (1996) (012451)
• Personal Financial Statements (2003) (012753)
• Prospective Financial Information (2003) (012723)
• Service Organizations: Applying SAS No. 70, as Amended (2002) (012772)
• Use of Real Estate Appraisal Information (1997) (013159)
To order call the AICPA at 1-888-777-7077, or fax to 1-800-362-5066 
or log on to www.cpa2biz.com
Prices do not include sales tax or shipping & handling. Prices may be subject to change without notice.
012563
